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To enhance readability, we are presenting this annual report in two parts: this section,

“2001 Annual Report” provides a company overview and financial highlights.

The second section, “2001 Financial Report” provides detailed financial information

including management’s discussion and analysis, report of independent auditors,

consolidated financial statements and notes. It is printed on thinner paper, making

it less bulky and reducing costs.




Business as usual?

It's easy to be successful when times are good. It's the challenging
times that show what you're made of. Business as usual at The

Principal® is about thriving, regardless.

Business as usual is about being an innovator. it's about setting high
standards and then aspiring to exceed them. While the past provides
a strong foundation, business as usual is about the future. It means
helping customers achieve financial security and success. And it's
about the passion and excitement of our employees in being part

of that mission.

We are guided by the core values that have driven our success for more
than 120 years, but business as usual is anything but status quo. Our
advancement reflects adaptability, a continued sense of urgency, and an

uncompromising focus on quality, integrity and financial strength.

Business as usual is about listening and learning, about anticipating
and responding. It's about an unwavering commitment to excellence.
That commitment is reflected in our actions — and our dedication

to delivering on the promises to each of our stakeholders — our

customers, our employees, our communities and our shareholders.

Business as usual for The Principal? Absolutely.




to our shareholders

For most people and businesses, 2001 was anything

but business as usual. The year was marked by historic
events — a challenging economy, the tragedy of September
11, the spirit of a country united, and the downfall of a
cotporate giant.

Likewise, for the Principal Financial Group, 2001
was a landmark year as we met the difficulties of a
declining equity market, helped customers, employees
and businesses recover from the devastation of the
terrorist attacks, and experienced the euphoria of a
successful IPO.

The events — extraordinary. Our actions — focused,
determined, innovative and flexible. The result — The
Principal had an outstanding year in 2001, delivering

after-tax operating earnings of $710.9 million, a third

consecutive record year. What made 2001 truly exceptional

was that we achieved record results while completing our
initial public offering — perhaps the most complex
endeavor in our 122-year history. We were proud to be
one of the largest IPOs of the year and the first major
one following the tragic events of September 11, demon-
strating our confidence in the markets, the economy and

our company.

Over the past several years we've worked to ensure a
smooth transition from a mutual organization to a publicly
traded company, including a continued focus on:

o Meeting the retirement needs of growing businesses

and their employees

a

Enhancing and expanding our leading distribution

network

o Leveraging our advanced technology and
administrative platform

o Driving operational excellence throughout the
organization

o Increasing awareness of our brand

o Creating a public company culture

u]

Divesting under-performing and non-strategic
businesses

“Business as usual” is about earning a reputation for
quality, a standing that placed us on Forzune magazine’s
2002 list of America’s Most Admired Companies. It means
building value by delivering results, focusing on customer
needs, and positioning the company for future success.
These efforts paid off in a number of important ways —

operating return on equity increased to 10.9 percent in

2001, a 22 percent improvement over two years ago.




We've also been able to successfully grow assets under
management, despite two straight years of equity market
declines, delivering a 10-year compounded annual growth

rate of 13.6 percent.

Delivering Results
Our healthy performance in 2001 demonstrates the
fundamental strength of our strategy: offering a diverse

portfolio of products and services with a particular focus

on retirement services and the needs of growing businesses.

In U.S. Asset Management and Accumulation, our largest
business segment, earnings were solid, particularly given
considerable declines in the equity markets in 2001.

In our International Asset Management and Accumulation
segment, Principal International continued to show good
progress, with operating earnings improving $21 million
over 2000. While operating earnings declined for BT
Financial Group, our Australian asset management and
accumulation company, we expect that the changes we
implemented in 2001 to address investment performance
and cost issues will begin to improve BT’s performance in

the latcer part of 2002. In our Life and Health Insurance

segment, operating earnings improved 24 percent, and

we made meaningful progress at year-end in our group
medical business, with higher new sales, reduced member
lapses and improved loss ratios. Finally, our Mortgage
Banking segment had a banner year, with record production,
record operating earnings and a $25 billion increase in our
servicing portfolio.

While we were very pleased with operating results,
it’s important to acknowledge difficulties during the year
with some of our investments. Like many large financial
services companies, we recognized losses on investments
in companies previously viewed in the marketplace as
very sound, such as Enron. 2001 net income was $358.8
million compared to $620.2 million in 2000, primarily
reflecting losses on fixed-maturity securities due to a
softening economy. A couple of important details to
understand here: our after-tax losses on fixed maturity
securities were relatively small, making up less than one
percent of our bond portfolio; and we continuously
evaluate our investment processes to make sure the way we
manage our investment portfolio appropriately addresses
and spreads risks. We are confident that the difficulties

in 2001 are not systemic.




Meeting Customer Needs

Creating a loyal, well-served customer base is the key to our
success, and to do this we must deliver a wide variety of
product and service solutions and exceptional convenience.
In 2001 we introduced our Product Portfolio Management
Process, an extension of our ongoing efforts to identify
customer needs and bring new product solutions to market
faster. We also added a number of new products and invest-
ment options to increase customer choice and to reinforce
the importance of asset allocation and diversification for
our retirement customers.

From personalized financial guidance to telephone and
internet service, we are committed to serving customers the
way they want to be served. Perhaps the best demonstration
of our commitment is the external recognition we received.
In addition to recognition from Boston Research Group
and DALBAR, The Principal was recently lauded by
PLANSPONSOR magazine as one of three “standout
providers” in their 2001 Defined Contribution Survey.

We received “top rated” awards in plan member communica-
tion materials, clarity of member statements, loan/withdrawal
turnaround, and overall plan sponsor service, and an

overwhelming 97 percent of clients surveyed said they

would recommend The Principal to a colleague.

Building the Future
Business as usual means continuing to work hard to
maintain, enhance and develop a leadership position for
The Principal in each of the businesses in which we comperte.
With more than 60 years experience, we've built strong
leadership serving small and medium-sized businesses.
Our success in 2001 further demonstrates the outstanding
growth potential and the strong earnings diversification this
market offers. Small and medium-sized businesses and their
owrners and employees represented 62 percent of first year
recurring individual life insurance sales. New full service
retirement sales increased 63 percent over 2000, the result
of refinements in 2001 to our distribution model and strong
market demand for our full service product. In our U.S.
asset accurnulation businesses, net cash flows improved
$3.1 billion over 2000. We also continued to make great
strides in retention for at risk retirement plan assets, which
climbed to over 49 percent, among the best in the industry,
and a 23 percent improvement over 2000. This takes on
greater importance as baby boomers move toward retirement.
In the entire 401(k) market, we serve more plans than
any other bank, mutual fund or insurance company —
and we have room to grow because there is significant

under-penetration in the five to 500 employee segment,




where we dominate. Our retirement services franchise is
further bolstered by our number one rankings in defined
benefit plans and single premium group annuiry sales.

In addition to enhancing our leadership position in 2001,
we were also very successful in building momentum for 2002
and beyond. We saw great success in opening new distribution
channels such as banks, broker-dealers, CPAs, and third-party

administrators, laying the groundwork for future sales growth.

Looking Ahead
Looking to the future, I see tremendous opportunities to:
o Accelerate growth in our U.S. defined contribution
businesses
o Drive growth and profitability in our international
businesses
o Enhance our operational efficiency
o Deliver value to our shareholders
[ also see challenges. We'll face those challenges with the
same core values that have served us so well for 122 years.
With a sense of urgency that every well-run company
must embrace. With a dedication to providing customers
innovative, high quality products, services and solutions,

With a commitment to those who have invested in us. And

with a responsibility to our employees and to our communities.

Business as Usual

In closing, I'd like to extend a special note of gratitude to
David J. Drury, who retired as chairman at year-end, after 35
years with The Principal. His leadership, vision, dedication
and hard work helped position this organization to capitalize
on the opportunities and face the challenges that are ahead.
He will remain on the Board of Directors, and I am very
pleased that we will continue to have Mr. Drury as a resource.
On behalf of The Principal, I would like to thank him for the
example he has set for each of us as a leader, a teacher and a
friend, and for the legacy of success he has left that we will all
strive to carry on.

I'd also like to thank our employees for their tremendous
efforts over the past year, for their contributions to our results,
and for making our demutualization and IPO a reality.

And on behalf of the Board of Directors, I'd like to thank

you, our shareholders, for your support as well.

% ‘BomKM

J. Barry Griswell
Chairman, President and Chief Executive Officer
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Business as usual ... knowing what customers want, how they want it and
delivering on our promises. We are driven to know more, care more and do more to
help growing businesses, individuals and institutional clients achieve financial security

and success. In 2001, we commissioned a series of surveys regarding the financial well-

being and current employee benefits of employees of small and mid-sized U.S. businesses.

The Principal Financial Well-Being Index™ helps us understand needs, respond to trends

and exceed customer expectations by delivering choice and convenience.

Choice — In 2001, we introduced a number of exciting new products and investment
options for our retirement and investment services customers:

o Principal Variable Universal Life Accumulator supports advanced life
insurance planning for owners of growing businesses looking for strategies to
retain key employees, among other goals.

o Principal Investors Capital Preservation Fund, one of only a few stable value
investments available in the mutual fund form, provides an important option
for 401(k) plan participants with a conservative investment profile.

o Principal LifeTime® Portfolios provide customers a professionally managed
investment portfolio tailored to a specific target retirement date.

o Russell LifePoints® Portfolios offer strategies based on a retirement plan
participant’s risk profile to help achieve more consistent returns over time.

o Principal Blueprint™, a truly revolutionary solution, helps retirement plan

sponsors develop a winning investment program.

Convenience — It’s imperative that we serve our customers the way they want to be
served. This starts with personalized financial guidance, and we've built an unrivaled
network of financial representatives and advisors, consultants, service reps, sales
professionals and matketers, dedicated to delivering product and setvice solutions.
Many customers also rely on Principal Connection, 1-800-986-EDGE (3343),
where licensed counselors are available to answer questions and provide easy access
to financial products and services. A growing number of customers prefer to use
our enhanced online service capabilities and by year end, an average of 3.5 to four
million customers and potential customers were accessing www.principal.com each
month to see a consolidared view of their accounts, analyze financial possibilities,
and secure detailed information about our products and services.

Our customers also utilized our online functionality to transact business, such as
plan sponsors submitting retirement data electronically, and online transactions grew
66 percent to a record 141 million. Our commitment to technology and innovation
was acknowledged again in 2001. We were number 71 in [nformation Week’s ranking

of the 500 most innovative IT organizations, receiving gold citations for customer

knowledge, E-business strategy and technology strategy.

Our customers also rely on

us because of our financial
strength and stability.
Principal Life Insurance
Company consistently receives
superior financial strength
ratings from the four major
rating agencies. We are
stronger today than at any
time in our history, and total
stockholders’ equity for the
Principal Financial Group,
which is the source of customer
safety, grew 9 percent to

$6.8 billion in 2001.
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Because great employees
make it all possible.




Business as usual ... making The Principal a great place to work. It takes great
employees to achieve a high level of customer satisfaction and loyalty, and in
turn, strong financial performance. One factor that makes The Principal an
employer of choice for the best and brightest is our commitment to work/life
balance, and we were recognized in 2001 for our flexible work-arrangements

by Working Mother magazine and by Latina Style 50, a national listing of the
top 50 companies providing the best professional opportunities for Latinas.

We were also recognized for our initiatives for women’s advancement as one of
four finalists for the Catalyst Award and by the National Association for Female
Executives—the largest women’s professional and business association in the
country—in their 2002 ranking of the 25 best companies for executive women.

We also demonstrate our dedication to employee success through ongoing
and significant investments in employee education and training. The Principal
has been cited for our world-class education reimbursement program, and we
offer ongoing classroom training, as well as more than 50 intranet-based education
courses. We're very committed to personalized professional development for our
people, and our new performance management system helps employees understand
their role in contributing to the success of the company. The system helps
employees set goals, create and execute a development program, and monitor
progress. We pay particular attention to helping employees enhance their skills
through ongoing coaching and feedback, and to rewarding and recognizing
employee progress.

Now that our common stock is traded on the New York Stock Exchange, we
place even greater emphasis on helping employees enhance their business literacy
and their understanding of the public company environment. We've implement-
ed a number of programs including a discount stock purchase program and a
company stock investment option through the 401(k) plan, in addition to a
one-time, broad-based grant of stock options to employees and career agents
of the Principal Financial Group. In less than three months, 42 percent of our
eligible employees had signed up for the employee stock purchase program,

demonstrating the level of enthusiasm we are seeing from employees about the

opportunity to own part of their company.

By offering a wide range
of employee stack owner-
ship programs, we've
encouraged employee
ownership, further
engaging employees

in the success of the
organization and aligning
employee interests with

those of shareholders.







Business as usual ... taking care of the pecople and communities where our
customers and employees live and work. The Principal is deeply committed to
meeting its social responsibilities, and in particular supporting the communities
in which we have a major employee presence, with our first recorded contribution
dating back to 1945. In 1987, we established the Principal Financial Group
Foundation, Inc. to continue our corporate contributions program. The founda-
tion’s primary objective is to give to those in need by supporting health and
human services, educational programs, neighborhood and housing programs,
and arts and culture.

This included $2 million to September 11 related charities, which made us
one of the top corporate contributors to the cause. Beyond financial supporr,
we're also committed to giving another precious resource, our time. During the
year, more than 1,500 of our employees, individuals actively seeking to improve
the quality of life in their communities, participated in the Principal Volunteer
Network. This network, established in 1972, supports dozens of community
efforts from food and blood drives, to homeless shelters, mentoring and animal
rescue. We are also very proud of our Treasures to Go partnership with the
Smithsonian American Art Museum, helping bring America’s finest art treasures
to the general public during the museum’s three-year renovation.

As an extension of our efforts to help those directly impacted by September
11, we are one of three corporate founders of the World Trade Center Small
Business Recovery Fund. This initiative was established to provide immediate
and long-term assistance to the estimated 15,000 small and medium-sized
businesses in lower Manhattan thac have been directly affected by the
September 11 terrorist attacks, as well as provide support to the nearly 30,000
additional businesses that didn’t suffer physical damage but have suffered from
a dramatic loss in business. The fund will provide low interest loans to the
impacted small businesses in New York City for the next 3 years. The Principal
is also involved in volunteer activities including serving on the board that

oversees the fund and providing staff and expertise to help the affected

businesses get back on their feet.

The Principal and our
management team also
have leadership roles

in support of such
worthwhile causes as
the American Red Cross,
the Executive Leadership
Ffoundation, Junior
Achievement, Juvenile
Diabetes Research
Foundation and the

United Way.







Business as usual ... finding the right balance to deliver shareholder value.
Considering that our shares began trading on October 23, 2001, Principal Financial
Group, Inc. is a relative newcomer to the public company ranks. On the other hand,
with $120.2 billion in assets under management at year end, we have a great deal of
experience managing money and a firm grasp on the concept of shareholder value. We
view shareholder value as a balancing act. It’s about finding the right balance between
current and future performance. And its about taking the right steps to deliver both.

In 2001, our efforts to build shareholder value entailed both rebuilding and build-
ing from scratch. To get the most out of our already strong distribution network,
we refined our model, segregating sales and service roles, realigning compensation
to encourage new sales, and dedicating sales representatives to specific areas such as
retirement services. We saw great success, with new full-service retirement sales
increasing 63 percent in 2001 compared to 2000. We also focused on opening
brand new distribution channels, and specifically on creating preferred and exclusive
alliances. We identified other leading financial services companies, as well as
organizations that share our focus on the needs of small and medium-sized businesses.
At year-end, we had established alliances with such leaders as Ameritrade, Aon, AXA,
A.G. Edwards, BenefitPoint, Intuit, Piper Jaffray, Frank Russell, UMB, and Wells
Fargo, laying the groundwork for future sales growth.

Our 2001 acquisition of Executive Benefits Services (EBS) is another good
example of positioning the organization for continued growth. As a best in class
service provider that also emphasizes the use of web-based interaction and tools,
EBS was a particularly ateractive acquisition. In the first year, EBS was tremendously
successful in selling life insurance into the small and medium-sized business
marketplace to fund nonqualified retirement benefit plans as an additional offering
to our 401(k) customers.

Over the years we've made significant investments in technology, including
nearly $1 billion over the past three years, and the payoffs have been significant and
far-reaching. We continue to invest in our advanced administrative placform for
401(k) plans, which allows us to profitably administer plans of any size. This has
proven to be a barrier to entry for the competition in the small and medium-sized
business market, where we are the dominant player. We also enhanced a number of
our online capabilities in 2001, including our capabilities for group insurance
customers. Employers can now electronically make eligibility changes, access billing
and payment information, pay premiums, and access contract information. Plan
members now have online access to status of medical, dental and vision claims or
flexible spending account coverage, as well as the ability to view Explanation of Benefit

(EOB) statements online and receive EOBs electronically. We view this as not only an

investment in cost-efficiency, but also an investment in customer satisfaction.

in 2007 we delivered
record operating earnings
and strong cash flow.

But more than that, we
continued building our
foundation for future
success by making crucial
investments and by

executing on our strategy.




at a glance

The Principal Financial Group

OPERATING SEGMENT

U.S. Asset Management and Accumulation

Our U.S. Asset Management and Accumulation segment consists of asset
accumulation operations which provide retirement savings and related
investment products and services to businesses, their employees and other
individuals and Principal Capital™, our U.S.-based asset manager.

International Asset Management and
Accumulation

Our International Asset Management and Accumulation segment consists
of BT Financial Group and Principal International. BT Financial Group is
the tenth largest asset manager in Australia. Principal International has
subsidiaries in Argentina, Chile, Hong Kong and Mexico and joint ventures
in Brazil, India and Japan.

Life and Health Insurance

Qur Life and Health Insurance segment offers individual life and disability
insurance as well as group life and health insurance throughout the
United States. Our individual insurance products include interest-sensitive
life, traditional life and disability insurance. Qur group insurance products
include life, disability, medical, dental and vision insurance, and adminis-
trative services.

Mortgage Banking

Our Mortgage Banking segment engages in originating, purchasing, selling

and servicing residential mortgage loans in the United States. We service
a majority of the loans that we originate. Residential mortgages represent
a component of our overall portfolio of market-driven financial products

and services.

PRODUCT AND SERVICE SOLUTIONS

0

Pension

- Full-service
accumulation

- Full-service payout

- Investment-only

- Administration-only

Mutual funds

Individual annuities

Banking

Institutional and
retail money
management
Processing and
transaction services
for financial
planners, financial
intermediaries and
companies

Interest-sensitive life
Traditional life
Disability

Group life

7 Group disability

1 Institutiona!l and

retail money

management

- U.S. equities

- International
equities

- Fixed income

- Commercial real
estate

= Margin lending

= Mutual funds

= Corporate super-
annuation products

= Retirement services

: Annuities and life

-

insurance

o Group medical

B

: Group dental and
vision
. Fee-for-service

= Qriginate, purchase, sell and service prime

credit quality, first-lien residential mortgage

loans




DISTRIBUTICN

I Retirement services sales
representatives
Institutional marketers

g oo

Affiliated financial representatives
Affiliated and unaffiliated
registered representatives

8]

= Independent brokers
T Principal Connection
= Consultants

0 Internet

]

Consultants

2 Financial intermediaries (financial
advisors, accountants and solicitors)

o Institutional marketers

21 Direct distribution to customers

O Retirement services sales
representatives

o Financial institutions

2 Unaffiliated brokers

o Affiliated financial representatives

-

o Independent brokers
Affiliated and unaffiliated
registered representatives

a

Disability sales representatives

(SN

Group sales representatives
Rogers Benefit Group sales

a

representatives
o Non-medical sales representatives

&)

Correspondent lending institutions

0

Mortgage loan officers

[

Regional offices working directly
with approved mortgage loan
brokers

a

Mortgage Direct

CUSTCMERS

Asset Accumulation

2 Businesses, their employees and
other individuals

3 Not-for-profit organizations

o Large financial institutions and
employers

Principal Capital

o Large U.S. corporate, private and

Taft-Hartley pension funds

U.S. endowments and foundations

Non-U.S. institutions

o o o

Real estate development

[»]

Securitization markets

o Corporate superannuation
funds

2 Businesses, their employees
and other individuals

2 Australian and non-Australian
institutions

(8]

Financial intermediaries

[m]

Businesses, their employees and
other individuals

2 Individuals

HIGHLIGHTS

11

401(k) leader (April/May 2001 CFO magazine
survey results)

I

One of three "standout providers” in
PLANSPONSOR magazine's defined contribution
customer satisfaction survey

a

$82+ billion in assets under management

Top quartile U.S. mutual fund manager based
on retail mutual fund assets under management
Invista International Small Cap fund named
“best in class” by Mutual Funds Magazine
(March 2001)

informationWeek top 100 IT innovator

(Sept. 2001)

m]

8]

a

2 BT Funds Management winner of Customer
Service Institute of Australia‘’s 2001 Service
Excellence Award, Medium Business category
27 largest annuity writer in Chile

6" largest AFORE in Mexico

$25+ billion in assets under management

A leading seller in Hong Kong’s new Mandatory

0 a9 a

a

Provident Fund market
0 Operations in 12 countries worldwide

o 9th largest life insurer (2000)*

9 $154+ billion of individual and group life
insurance in force

= 11th largest writer of group insurance in
the U.S. (2000)*

= Largest group indemnity dental insurer (2000)*

S 758,000 individual policyholders

3 79,000 employers with 4.7 million covered
members

*2001 results not yet available, ranking based on 2000 data

9

Record loan production and operating
earnings in 2001

u]

informationWeek Top 25 Innovator in

Collaboration (Dec. 2001)

= 740,000+ mortgage loans with a total principal
balance of $80.5 billion

o 13th largest mortgage servicer

o 12th largest mortgage originator

o 6th largest correspondent lender

15




Forward-looking statements

Certain statements made by the
company in this annual report which
are not historical facts may be
considered forward-looking statements,
including, without limitation, statements
as to sales targets, sales and earnings
trends, and management's beliefs,
expectations, goals and opinions. These
statements are based on a number of
assumptions concerning future condi-
tions that may ultimately prove to be
inaccurate. Future events and their
effects on the company may not be
those anticipated, and actual resuits
may differ materially from the results
anticipated in these forward-looking
statements. The risks, uncertainties and
factors that could cause or contribute to
such material differences are discussed
in the company's annual report on
Form 10-K for the year ended December
31, 2001 filed by the company with the
Securities and Exchange Commission.
These risks and uncertainties include,
without limitation: competitive factors;
volatility of financial markets; decrease
in ratings; interest rate changes; inability
to attract and retain sales representa-
tives; international business risks; foreign
currency exchange rate fluctuations;
and investment portfolio risks.
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Operating Return on
Average Equity®

*Stockholders’ Equity
excluding accumulated
other comprehensive
income (loss)

financial highlights

The Principal Financial Group is a leading provider of a wide range of financial products and services
for businesses and individuals globally. Our largest member company, Principal Life Insurance
Company, is the ninth largest U.S. life insurance company as measured by year-end 2000 statutory
assets. Worldwide, the Principal Financial Group serves approximately 13 million customers from more
than 250 locations, including offices in Asia, Australia, Europe, Latin America and the United States.

2001 2000 1999

1998 1997

Net income
Operating earnings
Total revenue’
Revenue and deposits'
Total assets’
Total assets under
management’
Stockholders’ Equity?

Operating return on
average equity?

(In Millions)

$ 359 $ 620 $ 742
$ 7N $ 628 $ 475

$ 8818 § 885 $§ 8701
$ 19,800 § 18,000 $ 18,100
$ 88,351 $ 84,405  $ 83,953
$120,200  $117,500  $116,600
$ 6673 § 6313 § 5692

10.9% 10.5% 8.9%

$ 693 $ 454
$ 267 § 342
$ 8197
$
$

! Certain reciassifications have been made to 1997, 1998, 1999 and 2000 to conform to 2001 presentation.
* Stockholders’ Equity excluding accumulated other comprehensive income {loss).

Customers’

Total customers served* 13.0 million  13.0 million 11.2 million
Individual policyholders 758,000 700,000 717,000
Group employer

customers 79,000 84,000 92,000
Pension employer

customers 40,000 45,000 44,000
Mutual fund

shareholder accounts 637,000 566,000 521,000
Residential mortgage

loans serviced 741,000 582,000 555,000

* All customer numbers are rounded to the nearest 1,000.
¢ Includes employees and their dependents under employee benefit arrangements of 7.2 million in 2001, 8.2 million in 2000,
8.4 million in 1999, 7.6 million in 1938, and 8.1 million in 1997.

710.9

") 628.1

13421
I.L111 4752

1267.5

‘97 ‘98 ‘99 ‘00 '01

Operating Earnings
(millions)

1116.6
1 117.5
120.2

1 80.4

-
o
~
F ' |
i‘
|
|
I
|
i

‘97 '98 '99 ‘00 ‘01

Assets Under Management
(biltions)

$ 8,662

16,800 $ 14,800
74,047 $ 67,135

$ 80,400 $ 72,100
$ 4,950 $ 4,257
5.8% 8.5%
10.1 million 10.4 miliion
727,000 734,000
84,000 87,000
43,000 38,000
451,000 400,000
484,000 370,000

116.8
18.1
118.0
19.8

114.8

‘97 '98 ‘99 ‘00 ‘01

Revenue and Deposits
(billions)




summary of business operations

The Principal Financial Group is a leading provider of retirement savings, investment and insurance products and services,

with $720.2 billion in assets under management and more than 13 million customers worldwide. Our U.S. and interna-

tional operations concentrate primarily on asset management and accumulation. In addition, in the U.S. we offer a

broad range of individual life and disability insurance, group life and health insurance, and residential mortgage loan

origination and servicing. With more than 120 years of experience, we not only provide products and services, but also

the expertise needed to deliver real solutions tailored to customers’ changing needs. We remain focused on offering

extensive choice and exceptional convenience. And we have been recognized for our responsive service, delivered

through leading edge technology and enhanced by our dedication to personal customer attention.

We organize cur businesses into four reportable operating segments: U.S. Asset Management and Accumulation;

International Asset Management and Accumulation; Life and Health Insurance; and Mortgage Banking.

U.S. Asset Management and Accumulation

Pension With more than 60 years of experience in serving
the retirement needs of America’s businesses and people,
the Principal Financial Group has grown to become a
leading retirement solutions provider and a well-respected
retirement brand.

In addition to being the market leader overall for 401(k)
plans, we are also the leader in serving the most under-pene-
trated segment of the market — businesses with fewer than
500 employees. We are ranked first based on number of plans
and number of participants, and third based on assets under
management. According to a recent study by the Spectrem
Group, a nationally recognized cohsulting firm, only
17 percent of businesses with less than 100 employees and
only 38 percent of businesses with 100 to 500 employees offer
401(k) plans. As record numbers of Americans are preparing
to retire, we are uniquely positioned to capitalize on this
tremendous opportunity. As of December 31, 2001 we serve
40,000 employers and more than 2.5 million plan participants.
By year-end, Pension had accumulated $64.7 billion in
assets under management, compared to $61.7 billion as of
December 31, 2000, an increase in spite of declining equity
markets. And with approximately $750 million in sales,

we were also number one in single premium group annuities.

We continued to expand and refine our products and
services, and made additional progress in process automation
to better serve the evolving needs of customers. Our introduc-
tion of Principal Blueprine™ was truly revolutionary in helping
plan sponsors develop a winning investment program, encom-
passing plan design, promotion and education, and ongoing
monitoring to ensure program success. Principal Blueprint
incorporates key elements such as diversification, investment
choice and most importantly, our disciplined framework for
identifying, hiring and retaining premier investment managers.

Responding to the needs of professionals and small busi-
nesses, we extended our online retirement plan technology
to Simple IRAs. Employers can now submit contributions,
add plan members and review or change plan member infor-
mation electronically, eliminating the need for paper, checks
and mail rime. We launched a new program for third-party
administrators (TPAs), Principal Professional Link, to position
TPAs as trusted consultants through an unbundled retirement
plan approach and support from The Principal in the areas
of record-keeping, investment and participant solutions.

We also expanded Principal Advantage, our mutual fund-
based retirement solution for distribution through investment
advisers and broker-dealers. We increased the number of
investment options available through Principal Advantage to

44 investment options, an increase of more than 25%.
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Principal Advantage will be key in enabling us to build
new relationships with financial advisors who prefer to
recommend registered products to their clients.

Our 1999 acquisition of Professional Pensions, Inc.,

a specialist in providing retirement plan services for not-
for-profit organizations, continues to show strong growth.
Assets under management in this strategic niche, which
increased 46 percent in 2000, grew another 40 percent in
2001 to $1.4 billion. Trustar Retirement Services, our
wholly owned subsidiary, continued to successfully build
its niche, providing third-party administrative services for
401(k) and IRA plans offered through many of America’s
mutual funds, banks, insurance companies and stock
brokerage firms.

Sales of Impact401k.com™, our fully automated,
“self-serve” 401(k) solution launched in April 2000, have
been ahead of goal. Bur more importantly, it has contributed
to our reputation as a technology leader and driven sales of
our traditional retirement products. Impact401k enables
employers to purchase, enroll and administer 401(k) plans
directly through the Internet, as well as to transfer existing
plans to an online solution. The system provides more than
40 investment options, a comprehensive employer services
package including regulatory updates, and a full-range of
employee services including personalized rates of return,
all at a very competitive price.

Our state-of-the-art Express Processing® system provides
plan sponsors and participants with timely, accurate
information, as well as exceptional service and convenience.
The number of payroll data and contribution transactions
processed electronically increased 66 percent in 2001 to
approximately 141 million. Plan sponsors and participants
can access their portfolios via our Retirement Service Center
website, where they can browse through their investments,

see personalized rates of return, reallocate assets, adjust risk

tolerances and more. During 2001, more than eight million

visits were made to the Center, resulting in more than
5.5 million electronic transactions.

In 2001, our retirement plan statements received the
DALBAR Communications Seal of Excellence for the second
year in a row. Beyond reporting account values and changes,
our statements help educate participants, so they can
understand their investments and make better decisions.

We also received the DALBAR award for our Investment

Performance Results brochure.

Principal Capital (Principal Capital Management, LLC)
combines our extensive investment operations and delivers
our asset management expertise to the broader global
institutional marketplace. As of December 31, 2001,
Principal Capital and BT Funds Management combined
managed more than $100 billion in assets worldwide for
the Principal Financial Group and other institutional
clients, including retirement plans, endowments, foundations
and insurance companies. During the year, Principal Capital
was awarded 17 new institutional investment mandates,

or approximately $1.2 billion from clients outside the
Principal Financial Group, primarily major public employee
and union pension funds. As of year-end, Principal Capital
managed pension funds for 5 of the 25 largest U.S. pension
funds, continuing to develop recognition in the market-
place as a viable asset manager.

Principal Capital made significant advances during the
year to meet demand in the institutional marketplace for
newly introduced investment styles, expanding product
diversity in equities, fixed income and real estate. This
includes the introduction of new styles and new products
such as “LifeTime” asset allocation products, High Yield
Commercial Mortgage Backed Securities, global fixed income
and enhanced index U.S. equity. Principal Capital completed
the acquisition of Spectrum Asset Management, the nation’s

leading manager of preferred securities portfolios, comple-




menting the broad range of asset classes and recognizing the
growing popularity of the preferred securities asset class.
Through its affiliates, Principal Capital manages a wide
range of asset classes and investment styles. Invista Capital
Management manages U.S., international and emerging
markets equity portfolios representing $23.6 billion in assets.

In March 2001, Invistas Principal International SmallCap

Fund was ranked as one of the 20 best performing funds in
the international small cap category, receiving a “Best in
Class” award from Mutual Funds Magazine. The recognition
was based on three-year, risk-adjusted returns. Invista saw
signs of improvement in 2001 compared to 3-year invest-
ment performance. While we were challenged by the market
and our own relative performance, we made important
progress, increasing the depth and breadth of our investment
expertise and implementing a number of key processes and
systems to control risks. We are confident going forward
that we will continue to improve our relative investment per-
formance and deliver more consistent above-median returns.
Principal Capital Income Investors manages $40.3 billion in
fixed income assets, providing clients with access to invest-
ment-grade corporate securities, high yield and municipal
bonds, and a broad range of private and syndicated debt
instruments. Principal Capital Real Estate Investors manages
$19.2 billion in commercial real estate assets and is the fifth
largest institutional real estate asset manager in the U.S.
according to Pensions ¢ Investments magazine’s 2001 survey
of real estate managers. Principal Capital Real Estate Investors
offers a full spectrum of public and private marke, real estate
equity and debt investment alternatives.

Underscoring the growing global synergy of our businesses,
Principal Capital has joint marketing offices in London,
Hong Kong and Singapore with BT Funds Management,
our Australian asset manager. In addition, Principal Capital
manages nearly $500 million in fixed income assets for BT in

Australia and New Zealand. Principal Capital and its diverse

team of investment professionals also work closely with
Principal International companies to provide asset manage-
ment expertise in the various countries where we are located.
Through these efforts, we are effectively building our brand

as a global investment organization.

Principal Mutual Funds Mutual funds organized by the
Principal Financial Group include 26 funds sold in the retail
market as Principal Mutual Funds, and Principal Variable
Contracts Fund with 26 portfolios available as investment
choices for variable annuity and variable life contracts issued
by Principal Life. In addition, in 2000 we developed
Principal Investors Fund to address the retirement plan
market, with 44 portfolios available as investment choices
through Principal Advantage. These investment portfolios
are managed by investment advisors affiliated with the
Principal Financial Group as well as by independent firms.
With total mutual fund assets managed at the close of the
year of $6.5 billion, we ranked among the 100 largest U.S.
mutual fund managers, serving approximately 637,000
shareholder accounts. During 2001 we continued to
develop new products and strategies to enable us to offer

a broader range of investment choices for customers.

Individual annuity sales were up 16% from 2000, totaling
$702 million. Annuities offer a tax-deferred means of accu-
mulating savings for retirement, as well as a tax-efficient source
of income during the payout period. We offer both variable
and fixed annuities to individuals, and our strong position in
fixed annuities was key to our sales success in 2001 as we con-
tinued working to provide a full range of investment options

tailored to our customers’ retirement and income needs.

Principal Bank, our online bank, produced substantial
growth during its fourth full year of operation, led by

increased sales of certificates of deposit, credit cards and
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home equity lines of credit. Assets advanced to $1.1 billion.
Our e-banking strategy enables us to control costs and offer
competitively priced, easy-to-access products and services to
customers who can transact their banking business 24 hours
a day, 365 days a year. At the close of the year, more than
61,000 customers were doing business with the bank via

telephone, the Internet, ATMs or by mail.
International Asset Management and Accumulation

As governments and businesses around the world continue
to reexamine their roles in pensions and retirement, we have
an excellent opportunity to leverage our U.S. pension experi-
ence, infrastructure, investment expertise and technology

to capitalize on the international trend toward privatization
of retirement savings.

The activities of Principal Internatonal reflect our efforts
to capitalize on this trend. Principal International, which com-
prises our international operations excluding Australia, offers
retirement products and services, annuities, mutual funds and
life insurance to businesses and individual customers. We
operate through subsidiaries in Argentina, Chile, Hong Kong
and Mexico, as well as joint ventures in Brazil, India and
Japan. During 2001, operating revenues from Principal
International grew 49 percent to $513 million. As a group,
our international asset accumulation operations achieved their
first full year of profitability in 2001, and we expect them to
produce continued growth and profitability in 2002.

Principal AFORE, our Mexican pension company, more
than doubled its customer base to 1.4 million participants,
while our Mexican life and annuity company quintupled
revenues during the year.

In Chile, Principal Vida Chile has grown to become that
country’s second-largest annuity company and sixth-largest
life insurance company, based on premiums. We also

acquired a leading mutual funds company late in 2001 to
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provide a platform for the newly approved Voluntary
Retirement Savings Plan in Chile.

During 2000, we entered into a joint venture with the
Industrial Development Bank of India to create IDBI-
Principal Asset Management Company. This company is
already producing solid results, including a 20 percent
increase in assets under management, the launch of a highly
successful set of life-cycle funds, and the creation of a large
strategic distribution alliance with the Indian Postal Service.
At year-end 2001, assets under management had reached
$373 million, and the company serves 147,000 customers.

BrasilPrev Previdéncia Privada, our Brazilian joint
venture pension company with Banco do Brasil also
delivered strong performance for the year. Local currency
assets under management increased 39 percent, and the
company successfully launched new defined contribution
products aimed at the fast-growing retirement benefits
segment for small and medium-sized businesses.

In 2000, we announced a joint venture in Japan with
ING Group, the world’s second largest insurance company;,
to position ourselves to serve Japan's emerging defined
contribution pension market. In June 2001, legislation
passed opening that market and in November, we secured
official authorization to participate as a plan administrator
when the market officially opens in 2002.

Principal Insurance Company, Hong Kong has achieved
a solid position as one of the leaders in Hong Kong’s
Mandarory Provident Fund for retirement savings during its
second year of operations and first full year of accumulating
assets. At the close of the year, it had nearly $500 million in
assets under management, ranking seventh among the top-
selling pension companies in the market. We will continue to
look at this market for opportunities to increase penetration.

In 2000, we began a pension reform study project with
the China Institute for Policy Studies on behalf of the State
Council of the People’s Republic of China and in November




2001, we submitted our report. This could lead to the
creation gf private individual retirement accounts in that
country, where a dramatically aging population is poised

to become one of the world’s largest pension markets.

We also obtained a second representative office license under
the China Securities Regulatory Commission.

We exited our Spanish life insurance operations in
January 2001, and in view of continued adverse economic
factors, we decided to sell our Indonesia operations,
completing that transaction in October 2001.

Our acquisition of BT Financial Group in 1999 was a
central element in the expansion of our international asset
management and accumulation businesses. As of December
31, 2001, BT was the 10th largest asset manager in
Australia, with $21.6 billion in assets under management.
BT Financial Group offers an extensive range of retirement
and investor services, including retail mutual funds, pensions,
annuities and corporate superannuation plans, ro approxi-
mately 463,000 retail customers. BT is well positioned to be
a leader in serving Australia’s growing defined contribution
superannuation market, the equivalent of our 401(k) business
in the United States. The firm delivered very strong growth
in sales of portfolio “wrap” and administration services
to financial advisors. Continued development of these
services is one of the company’s key initiatives for 2002.
Also during 2002, BT will continue working to grow both
its institutional and retail asset management businesses
through improved performance and the development of
additional products tailored to the marketplace.

BT is also one of the largest margin lenders in the
Australian market. During 2001, however, mutual fund
sales were disappointing, with BT experiencing net outflows
from poor absolute and relative investment performance for
the year. Changes in investment management personnel

and investment process are expected to yield improvements

in the second half of 2002.

Life and Health !nsurance

Individual Life and Disability Products

We began as an individual life insurer in 1879, and our

U.S. operations now serve approximately 758,000 individual
policyholders with more than $84.5 billion of life insurance
in force. During 2001, we produced solid individual life sales
with total life insurance premiums collected, first year and
renewal, in excess of $1.1 billion. We continued to achieve
high persistency for our in-force business. These rates, which
measure how many customers keep their policies from year
to year, were 94.6 percent for individual life products and
92.6 percent for individual disability, continuing our
historically strong performance. This high persistency not
only reflects our agents’ and brokers’ success in understand-
ing the needs of customers, but also our ability to develop
personalized products and services to satisfy them.

During 2001, approximately 62 percent of our first-year
recurring individual life business came from the small- to
medium-size business market, reflecting our company-wide
success with this key demographic. Specifically, we targeted
our products, services and marketing expertise on serving
business owners, senior executives, key employees and
individuals by delivering high value solutions for estate
planning, business continuation, executive benefits and
financial planning.

In 2001, we continued to recognize the importance of the
brokerage community. We established six Principal Resource
Centers, focused on recruiting, marketing and acquisition of
new premium, and we expect to add two new centers in
2002. We also acquired Executive Benefir Services (EBS) in
January 2001, which proved to be very successful. EBS
served as the channel for 12 percent of our new non-qualified
plan business. These accomplishments, as well as our 2000
introduction of Preferred Product Network, have helped to

greatly enthance our ability to serve brokers.
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Group Life and Health Products
To help our business customers provide their employees with
an attractive, well-rounded package of benefits, we began
offering group insurance in 1941. Since then, we have
become the 11th largest writer of group insurance in the U.S.
based on combined group life and health premium for 2000.
Approximately 79,000 employers and 4.7 million covered
members are served by one or more of our group products,
which include medical, life, disability, dental and vision
insurance and fee-for-service business. And large employers
continue to rely on us for assistance in administering their
self-funded medical plans and flexible spending accounts.
During 2001, we continued to refocus our group medical
operations on markets best-suited to our overall business
strategy and target customer groups. We enhanced medical
product management, increasing our focus on new product
development to meet changing customer needs. Changes
in our group medical business helped us make meaningful
progress, and at year-end we experienced higher new sales,
reduced member lapses and improved loss ratios. In addition,
in the fourth quarter we entered into an agreement to
reinsure our group medical business, effective January 2002,

promoting greater earnings stability for these operations.

Mortgage Banking
We have been in the mortgage industry since 1936. Asa
mortgage banker, Principal Residential Mortgage, Inc.
originates (makes new loans), services (provides administra-
tion, such as monthly payment processing), purchases and
sells residential mortgage loans, enabling us to provide a
more complete set of financial products and services for
our customers.

Declining interest rates, and our ability to respond to
the refinancing boom, led to record loan production in
2001, enabling us to deliver record operating performance

and capture market share. At year-end, the company

serviced more than 741,000 loans with a toral principal
balance of $80.5 billion, making us the nation’s 13th largest
mortgage servicer. Retail operations produced $2.4 billion

in new mortgage loans during the year, more than tripling
prior year production, while our correspondent lending and
wholesale broker relationships delivered $34.7 billion in new
loan production, increasing 365 percent. Operating earnings
increased $76.7 million or 153 percent, to $126.7 million.

We continued to expand our use of advanced technology
to achieve improvements in productivity. We were recognized
as one of Information Week’s top 25 “Innovators in
Collaboration” for our website for correspondent mortgage
lenders. The site provides access to loan origination
documents and mortgage rates, helping manage the sales
pipeline and speeding up generation of mortgage loans by
removing paperwork. Within two months of its launch,

60 percent of the lenders working with The Principal had
begun using the site.

We also continue to strengthen and expand our rela-
tionships with homeowners who value our financial strength
and ability to deliver solutions to meet their specific needs.
We provide refinancing assistance through our national
telemarketing operacion, Principal Residential Mortgage
Direct. And our mortgage customers are increasingly
taking advantage of other products offered by the Principal
Financial Group including credit cards and home equity
loans through Principal Bank.

During 2001, we opened 19 new offices, bringing our
total number of retail locations to 60 offices in 18 markets.
We also significantly expanded our wholesale operations by
opening four new regional offices, bringing our total to 11.
Further, we rolled out a streamlined mortgage processing
platform for use by independent mortgage bankers and other
correspondent lending clients, who can now collect and share
loan information electronically to reduce errors and speed

processing, thus making it easier to do business with us.




summary consolidated statements of income

Principal Financial Group, Inc.

Revenues

Premiums and other considerations
Fees and other revenues

Net investment income

Net realized capital gains (losses)

Total revenues

Expenses

Benefits, claims, and settlement expenses

Dividends to policyholders

Operating expenses

Total expenses

Income before income taxes and cumulative
effect of accounting change

Income taxes

Income before cumulative effect of
accounting change

Cumulative effect of accounting change,
net of related income taxes

Net income

2001

$4,122.3
1,814.7
3,394.5
(514.0)
8,817.5

5,482.1

313.7
2,573.2
8,369.0

448.5
79.0

369.5

(10.7)
$ 3588

for the year ended December 31,

2000

(in millions)

$3,996.4

1,576.3
3,172.3

139.9
8,884.9

5,232.3

312.7
2,479.4
8,024.4

860.5
240.3

620.2

$ 6202

1999

$3,937.6
1,287.3
3,072.0
404.5
8,701.4

5,260.9

304.6
2,070.3
7,635.8

1,065.6
3235

742.1

$ 7421

The information in the summary consolidated statements of income shown above is a replication of the information in the consolidated
statements of operations in Principal Financial Group, Inc.’s 2001 Financial Report. For complete consolidated financial statements,
including notes, and management’s discussion and analysis of financial condition and results of operations, please refer to the company’s
annual report on Form 10-K for the year ended December 31, 2001, filed by the company with the Securities and Exchange Commission,

or the accompanying 2001 Financial Report.
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summary consolidated balance sheets
Principal Financial Group, Inc.

December 31,
2001 2000

(in millions,except per share data)

Assets

Fixed maturities, available-for-sale $30,012.3 $ 26,839.9
Fixed maturities, trading 17.8 -
Equity securities, available-for-sale 833.6 742.9
Mortgage loans 11,065.7 11,492.7
Real estate 1,181.8 1,400.5
Policy loans 831.9 803.6
Other investments 829.8 811.0
Total investments 44,772.9 42,090.6
Cash and cash equivalents 623.8 926.6
Accrued investment income 594.3 530.8
Premiums due and other receivables 531.3 505.7
Deferred policy acquisition costs 1,372.5 1,3333
Property and equipment 518.2 507.0
Goodwill and other intangibles 1,228.4 1,375.9
Mortgage loan servicing rights 1,779.2 1,084.4
Separate account assets 35,864.8 34,916.2
Other assets 1,065.1 1,134.4
Total assets $ 88,350.5 $ 84,404.9
Liabilities

Contractholder funds $24,684.4 $ 24,300.2
Future policy benefits and claims 14,034.6 13,346.0
Other policyholder funds 589.1 597.4
Short-term debt 511.6 459.5
Long-term debt 1,378.4 1,336.5
Income taxes currently payable 0.5 108.4
Deferred income taxes 894.6 487.4
Separate account liabilities 35,864.8 34,916.2
Other liabilities 3,572.2 2,600.8
Total liabilities 81,530.2 78,152.4
Stockholders’ equity

Common stock, par value $.01 per share - 2,500 million
shares authorized, 375.8 million shares issued,

360.1 million shares outstanding 3.8 -
Additional paid-in capital 7,072.5 -
Retained earnings (deficit) (29.1) 6,312.5
Accumulated other comprehensive income (loss) 147.5 (60.0)
Treasury stock, at cost (15.7 miltion shares) (374.4) -
Total stockholders’ equity 6,820.3 6,252.5
Total liabilities and stockholders’ equity $ 88,350.5 $ 84,404.9

The information in the summary consolidated balance sheets shown above is a replication of the information in the consolidated
statements of financial position in Principal Financial Group, Inc.'s 2001 Financial Report. For complete consolidated financial statements,
including notes, and management's discussion and analysis of financial condition and results of operations, please refer to the company's
annual report on Form 10-K for the year ended December 31, 2001, filed by the company with the Securities and Exchange Commission,
or the accompanying 2001 Financial Report.
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summary consolidated statements of cash flows

Principal Financial Group, Inc.
For the year ended December 31,

2001 2000 1999
(in millions)
Operating activities
Net income $ 3588 § 6202 § 7421
Adjustments to reconcile net income to net cash provided
by operating activities:

Cumulative effect of accounting change, net of related income taxes 10.7 - -
Amortization of deferred policy acquisition costs 159.9 238.6 173.8
Additions to deferred policy acquisition costs (261.7) (263.9) (253.9)
Accrued investment income (66.1) (58.8) (41.2)
Premiums due and other receivables (25.6) (38.3) 34.4
Contractholder and policyholder liabilities and dividends 1,869.2 1,478.5 1,650.6
Current and deferred income taxes 54.5 75.0 155.6
Net realized capital (gains) losses 514.0 (139.9) (404.5)
Depreciation and amortization expense 154.9 153.6 117.1
Amortization and impairment/recovery of mortgage servicing rights 408.7 157.3 94.4
Other 767.5 415.0 (162.4)
Net adjustments 3,586.0 2,017.1 1,363.9
Net cash provided by operating activities 3,944.8 2,637.3 2,106.0

Investing activities
Available-for-sale securities:

Purchases (14,868.2)  (13,051.0)  (11,510.2)

Sales 6,707.7 7,366.0 7,031.0

Maturities 4,729.5 2,675.3 2,599.2
Net cash flows from trading securities (17.0) - -
Mortgage loans acquired or originated (40,456.9)  (10,507.5)  (16,594.6)
Mortgage loans sold or repaid 40,908.6 12,026.8 16,361.5
Purchase of mortgage servicing rights (968.4) (235.9) (336.7)
Proceeds from sale of mortgage servicing rights 315 53.0 29.2
Real estate acquired (290.0) (324.4) (449.7)
Real estate sold 803.8 796.9 869.8
Net change in property and equipment (89.9) (67.1) (61.2)
Net proceeds (disbursements) from sales of subsidiaries (7.9) - 41.7
Purchases of interest in subsidiaries, net of cash acquired (11.1) (27.4) (1,154.6)
Net change in other investments (170.1) 22.0 (166.6)
Net cash used in investing activities (3,698.4) (1,273.3) (3,341.2)

Financing activities

Issuance of common stock $ 20193 § - $ -

Payments to eligible policyholders under plan of conversion (1,177.5) - -

Acquisition of treasury stock (367.7) - -

Issuance of long-term debt 149.2 230.4 885.2
Principal repayments of long-term debt (204.4) (120.7) (40.2)
Proceeds of short-term borrowings 7,290.8 2,417.5 5,150.9
Repayment of short-term borrowings (7,238.7) (2,505.4) (4,895.7)
investment contract deposits 5,054.9 3,982.6 5.325.4
Investment contract withdrawals (6,075.1) (5,011.3) (5,081.7)
Net cash provided by (used in) financing activities (549.2) (1,006.9) 1,343.9
Net increase (decrease) in cash and cash equivalents (302.8) 357.1 108.7
Cash and cash equivalents at beginning of year 926.6 569.5 460.8
Cash and cash equivalents at end of year $ 6238 $ 9266 $ 569.5

Schedule of noncash transactions

Policy credits to eligible policyholders under plan of conversion $ 4726
Stock issued in exchange for membership interest $ 5,050.3
Net transfer of noncash assets and liabilities to an
unconsolidated entity in exchange for a minority interest $ (255.0)

The information in the summary consolidated statements of cash flows shown above is a replication of the information in the consolidated statements
of cash flows in Principal Financial Group, Inc.'s 2001 Financial Report. For complete consolidated financial statements, including notes, and management’s
discussion and analysis of financial condition and results of operations, please refer to the company’s annual report on Form 10-K for the year ended
December 31, 2001, filed by the company with the Securities and Exchange Commission, or the accompanying 2001 Financial Report.
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summary of accounting policies and practices

Description of Business

Principal Financial Group, Inc. and its consolidated
subsidiaries (“the Company”), the successor to Principal
Mutual Holding Company, is a diversified financial services
organization engaged in promoting retirement savings

and investment and insurance products and services in

the U.S. and selected international markets. In addition,
the Company offers residential mortgage loan origination

and servicing in the U.S.

Basis of Presentation

The accompanying summary consolidated financial state-
ments have been derived from the consolidated financial
statements of the Company. The consolidated financial
statements of the Company and its majority-owned sub-
sidiaries have been prepared in conformity with accounting
principles generally accepted in the U.S. (“U.S. GAAP”).

Less than majority-owned entities in which the Company

has at least a 20% interest are reported on the equity basis
in the consolidated statements of financial position as other
investments. All significant intercompany accounts and

transactions have been eliminated.

Use of Estimates in the Preparation of Financial Statements
The preparation of the Company’s consolidated financial
statements and accompanying notes (see the Company’s
annual report on Form 10-K for the year ended December
31, 2001 filed by the Company with the Securities and
Exchange Commission or the accompanying 2001
Financial Report) requires management to make estimates
and assumptions that affect the amounts reported and
disclosed. These estimates and assumptions could change
in the furure as more information becomes known, which
could impact the amounts reported and disclosed in the

consolidated financial statements and accompanying notes.
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operating companies

of the Principal Financial Group

U.5. Asset Management & Accumuiation

Principal Bank

Principal Capital Management, LLC
Principal Capital Income Investors, LLC
Principal Capital Real Estate Investors, LLC
invista Capital Management, LLC
Principai Commercial Acceptance, LLC
Principal Commercial Funding, LLC
Principal Development investors, LLC
Principal Enterprise Capital, LLC
Principal Financial Advisors, Inc.
Principal Life Insurance Company
Principal Management Corporation
Principal Net Lease Investors, LLC
Princor Financial Services Corporation
Professional Pensions, Inc.

Spectrum Asset Management, Inc.
Trustar Retirement Services

International Asset Management
& Accumulation

Argentina

Principal Life Cempafiia de Seguros S.A.

Principal Retiro Comparfiia de Sequros
de Retiro, S.A,

Australia and New Zealand

BT Funds Management Limited

BT Life Limited

BT Securities Limited

BT Portfolio Services Limited

BT Funds Management (NZ) Limited
Principal Capita! Global Investors Limited

Brazil
BrasilPrev Previdéncia Privada S.A.

Chile

Principal Compania de Seguros de
Vida Chile S.A.

Andueza & Principal Créditos
Hipotecarios S.A.

Principal Tanner Administradora
General de Fondos S.A.

Lurope

Principal Capital iVianagement
(Europe) Limited

Principal Capital Management
(irefand)} Limited

Hong Kong
Principal Asset Management Company
(Asia) Ltd.
Principal Insurance Company
{Hong Kong) timited
Principal Trust Company (Asia) Limited
Principal Capital Management
(Asia) Limited

India

IDBI-PRINCIPAL Asset Management
Company Ltd.

IDBI-PRINCIPAL Trustee Company Limited

Japan
ING/Principal Pensions Co., Ltd.

Mexico

Principal México Compafia de Seguros,
S.A. de C.V.

Principal Pensiones, S.A. de C.V.

Principa! Afore, S.A. de C.V.

Siefore Principal, S.A. de C.\.

Singapore
Principal Capital Management
(Singapore) Limited

Life & Health Insurance

Principal Life Insurance Company
The Admar Group, Inc.
Dental-Net, Inc.

Employers Dental Services, Inc.
Executive Benefit Services, inc.
HealthRisk Resource Group, Inc.
Preferred Product Network, Inc.

Mortgage Banking

Principal Residential Mortgage, Inc.
Principal Wholesale Mortgage, Inc.

@ Printed with soy-based inks on recycled paper with 10% post-consumer waste

a Tamily of mutual funds

Organized by Principal Life Insurance
Company

Retail Funds

Principal Balanced Fund, Inc.
Principal Blue Chip Fund, Inc.
Principal Bond Fund, inc.
Principal Capital Value Fund, Inc.
Principa! Cash Management Fund, Inc.
Principal European Equity Fund, inc.
Principal Government Securities income
Fund, Inc.
Principal Growth Fund, inc.
Principal High Yield Fund, inc.
Principal International Emerging Markets
Fund, inc.
Principal international Fund, Inc.
Principal International SmallCap Fund, Inc.
Principal LargeCap Stock Index Fund, Inc.
Principal Limited Term Bond Fund, Inc.
Principal MidCap Fund, Inc.
Principal Pacific Basin Fund, Inc.
Principal Partners Equity Growth Fund, inc.
Principal Partners LargeCap Blend Fund, Inc.
Principal Partners LargeCap Growth
Fund, Inc.
Principal Partners LargeCap Value Fund, Inc.
Principal Partners MidCap Growth
Fund, Inc.
Principal Partners SmallCap Growth Fund, Inc.
Principal Real Estate Fund, Inc.
Principal SmallCap Fund, Inc.
Principal Tax-Exempt Bond Fund, Inc.
Principal Utilities Fund, inc.

All retail funds, except Principal Cash Management
Fund, Inc,, are available in two share classes - each class
featuring its own fee and sales charge structure.

Institutional Funds

Principal Investors Fund, Inc.
Principal Variable Contracts Fund, Inc.*

* Available only to fund investment options in certain
variable annuity and variable life insurance contracts
issued by Principal Life insurance Company.

Mutual funds and variable contracts are distributed by
Princor Financial Services Corporation, a member of the
Principal Financial Group, Des Moines, lowa 50392-0200.
Phone 1-800-247-4123.

The contents of this publication are for general
information only and are not intended to solicit the
purchase of products from companies of the Principal
Financial Group.

Principal Life Insurance Company is a
proud member of the insurance
Marketplace Standards Association,
which reflects our dedication to high
ethical marketplace standards for the
sale and service of individually sold life
insurance and annuities.
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The Principal Financial Group

Corporate Headquarters

711 High Street

Des Moines, lowa 50392-0001
1-800-986-EDGE (3343)

The Principal Financial Group on the World Wide Web
The Principal home page, at www.principal.com, is your
source for a vast array of information including company
news releases, details on our product and service solutions
and up to the minute information for shareholders and
the investment community.

Shareholder information
Exchange: New York Stock Exchange
Listed Security: PFG Common Stock

Annual Meeting

The first Annual Meeting of Shareholders will convene

at 9:00 a.m. local time, May 20, 2002 in the Auditorium at
the corporate headquarters of Principal Financial Group, Inc,,
711 High Street, Des Moines, lowa, 50392.

Contact investor Relations

If you have a question for Investor Relations, please
contact us as follows:

investor Relations

The Principal Financial Group

711 High Street

S-006-E41

Des Moines, lowa 50392-0420

Phone: 1-800-986-3343, Option 4

Fax: 515-235-1959

E-mail: investor-relations@principal.com

Transfer Agent
Principal Financial Group, Inc. shareholder inquiries should be
addressed to our transfer agent, Mellon Investor Services,
who can help with a variety of shareholder related services,
including:

Address changes

Replacement of lost stock certificates

Transfer of stock to another person

Account statements

Account balance inquiries

Account profile

Certificate history

Issue certificates

Sell shares

You can call or write to the transfer agent at:
Principal Financial Group, Inc.

Shareholder Services

/o Melion Investor Services

85 Challenger Road

Ridgefield Park, New Jersey 07660

Phone: 1-866-781-1368

E-mail: shrrelations@melloninvestor.com

Registered shareholders can also access information about
their Principal Financial Group, Inc. stock accounts via the
internet using the Mellon Investor Services Investor
ServiceDirect web site at www.melloninvestor.com. The
Principal does not maintain or provide information directly
to this site, makes no representations or warranties with
respect to the information contained therein, and takes no
responsibility for supplementing, correcting or updating
any such information.
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A new approach

To enhance readability, we are presenting this annual report in two parts:
this section, “2001 Financial Report” provides detailed financial information
including management’s discussion and analysis, report of independent
auditors, consolidated financial statements and notes. It is printed on thinner
paper, making it less bulky and reducing costs. The first section, “2001 Annual
Report” provides a company overview and financial highlights.
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NOTE CONCERNING FORWARD-LOOKING STATEMENTS

This Financial Report, including the Management’s Discussion and Analysis of Financial Condition and
Results of Operations, contains statements which constitute forward-looking statements within the meaning of
the Private Securities Litigation Reform Act of 1993, including statements relating to trends in operations and
financial results and the business and the products of Principal Financial Group, Inc. (the “Company”) and
its subsidiaries, as well as other statements including words such as “anticipate,” “believe,” “plan,”
“estimate, 7
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expect,” “intend” and other similar expressions. Forward-looking statements are made based
upon management’s current expectations and beliefs concerning future developments and their potential
effects on the Company. Such forward-looking statements are not guarantees of future performance.

Actual results may differ materially from those included in the forward-looking statements as a result of
risks and uncertainties including, but not limited to the following: (1) competition from companies that may
have greater financial resources, broader arrays of products, higher ratings and stronger financial performance
may impair our ability to retain existing customers, attract new customers and maintain our profitability; (2) a
decline or increased volatility in the securities markets could result in investors withdrawing from the markets
or decreasing their rates of investment, either of which could reduce our net income, revenues and assets under
management; (3) a downgrade in Principal Life Insurance Company’s (“Principal Life”) financial strength
ratings may increase policy surrenders and withdrawals, reduce new sales and terminate relationships with
distributors; (4) our efforts to reduce the impact of interest rate changes on our profitability and surplus may
not be effective; (5) if we are unable to attract and retain sales representatives and develop new distribution
sources, sales of our products and services may be reduced; (6) our international businesses face political,
legal, operational and other risks that could reduce our profitability in those businesses; (7) fluctuations in
foreign currency exchange rates could reduce our profitability; (8) a decline in Australian equity values may
reduce the profitability of BT Financial Group; (9) our reserves established for future policy benefits and
claims may prove inadequate, requiring us to increase liabilities; (10) our investment portfolio is subject to
several risks which may diminish the value of our invested assets and affect our sales, profitability and the
investment returns credited to our customers; (11) our ability to pay dividends and meet our obligations may
be constrained by the limitations on dividends lowa insurance laws impose on Principal Life; (12) we may
need to fund deficiencies in our closed block (“Closed Block™); assets allocated to the Closed Block benefit
only the holders of Closed Block policies; (13) changes in regulations or accounting standards may reduce our
profitability; (14) a challenge to the Insurance Commissioner of the State of Iowa’s approval of the plan of
conversion could put the terms of our demutualization in question and reduce the market price of our common
stock; (15) litigation and regulatory investigations may harm our financial strength and reduce our
profitability; (16) sales of shares distributed in the demutualization may reduce the market price of our
common stock; (17) applicable laws and our stockholder rights plan, certificate of incorporation and by-laws
may discourage takeovers and business combinations that our stockholders might consider in their best
interests; (18) a downgrade in our debt ratings may adversely affect our ability to secure funds; and (19) the
impact of September 11, 2001, terrorist attacks and military and other actions may result in decreases in our
net income, revenue and assets under management and may adversely affect our investment portfolio.

Market for Registrant’s Common Equity and Related Stockholder Matters

Our common stock began trading on the New York Stock Exchange (“NYSE”) under the symbol
“PFG” on October 23, 2001. The high and low closing prices for our common stock on the NYSE for the
period from October 23 to December 31, 2001 were $24.75 and $20.40, respectively. On March §, 2002, there
were approximately 635,001 stockholders of record of our common stock.

Future dividend decisions will be based on and affected by a number of factors, including the operating
results and financial requirements of the Company and the impact of regulatory restrictions. See “Manage-
ment’s Discussion and Analysis of Financial Condition and Results of Operations — Liquidity and Capital
Resources” for a discussion of regulatory restrictions on Principal Life’s ability to pay us dividends.

The effective date of our registration statement on Form S-1, as amended (File No. 333-62558), relating
to the IPO of our common stock was October 22, 2001. A total of 100.0 million shares of our common stock
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were sold to an underwriting syndicate on October 23, 2001. In addition, the underwriters exercised their over-
allotment options to purchase an additional 15.0 million shares, effective November 9, 2001. The lead
managing underwriters for the U.S. offering were Goldman, Sachs & Co., Credit Suisse First Boston
Corporation, Merrill Lynch, Pierce, Fenner & Smith Incorporated, Salomon Smith Barney Inc., Banc of
America Securities LLC, Bear, Stearns & Co. Inc., A.G. Edwards & Sons, Inc., Fox-Pitt, Kelton Inc.,
J.P. Morgan Securities Inc., Lehman Brothers Inc., Samuel A. Ramirez & Company, Inc.; and UBS Warburg
LLC. ABN AMRO Rothschild, BNP Paribas, Commerzbank Aktiengeselischaft and Crédit Lyonnais also
served as underwriters for the international offering.

The IPO commenced on October 23, 2001, at a price of $18.50 per share and terminated upon the sale of
all of the 115.0 million shares of common stock that were registered (including 15.0 million shares sold
pursuant to the underwriters’ over-allotment options). The IPO resulted in gross proceeds of $2,127.5 million,
including $277.5 million of gross proceeds attributable to the underwriters’ exercise of the over-allotment
options. We incurred total offering expenses of $108.6 million, including $92.6 million of underwriting
discounts and commissions, and $16.0 million of other expenses. We recognized a related tax benefit of
$0.4 million. Net proceeds equaled $2,019.3 million, of which $329.6 million was retained by Principal
Financial Group, Inc. for working capital, payment of dividends, and other general corporate purposes, and
$1,689.7 million was contributed to Principal Life principally to fund demutualization compensation to
policyholders in the form of policy credits and cash, and to cover certain expenses related to the
demutualization. In connection with the IPO, we did not make any payments, directly or indirectly, to any of
our directors or officers, or, to our knowledge, any of their associates, other than as demutualization
compensation payable to policyholders pursuant to the plan of conversion, or to any person owning ten percent
or more of any class of our equity securities, or (except as set forth in the preceding sentence) to any of our
affiliates.

In addition to the shares of our common stock distributed in the IPO, many policyholders entitled to
receive compensation in the demutualization received shares of our common stock distributed in connection
with the demutualization, as well as cash or policy credits as compensation for extinguishment of their
membership interests in Principal Mutual Holding Company. Shares received by policyholders as demutual-
ization compensation are exempt from registration pursuant to Section 3(a)(10) of the Securities Act of
1933, as amended. None of Principal Financial Group, Inc., Principal Financial Services, Inc. or Principal
Life received any proceeds from the issuance of our common stock to policyholders entitled to receive
compensation in the demutualization for the extinguishment of their membership interests in Principal
Mutual Holding Company or to the policy credits separate account. ’

Selected Financial Data

The following table sets forth certain selected historical consolidated financial information of Principal
Financial Group, Inc., the successor to Principal Mutual Holding Company, following our demutualization
effective October 26, 2001. We derived the consolidated financial information for each of the years ended
December 31, 2001, 2000 and 1999 and as of December 31, 2001 and 2000 from our audited consolidated
financial statements and notes to the financial statements included in this Financial Report. We derived the
consolidated financial information for the years ended December 31, 1998 and 1997 and as of December 31,
1999, 1998 and 1997 from our audited consolidated financial statements not included in this Financial Report.
The following summary consolidated financial information, other than the Principal Life statutory data, has
been prepared in accordance with U.S. GAAP.

The following is a summary of financial information. In order to fully. understand our consolidated
financial information, you should also read “Management’s Discussion and Analysis of Financial Condition
and Results of Operations” and our consolidated financial statements.and the notes to the financial statements
included in this Financial Report. The results for past accounting periods are not necessarily indicative of the
results to be expected for any future accounting period.




As of or for the year ended December 31,
2001(2) 2000(2) 1999(2) 1998(2) 1997(2)
(S in millions, except per share data)

Income Statement Data(1):

Revenues: ‘
Premiums and other considerations . .. .. $ 41223 $ 3994 $ 39376 §$ 38184 § 4,667.8
Fees and other revenues .............. 1,814.7 1,576.3 1,287.3 978.8 881.9
Net investment income ............... 3,394.5 3,172.3 3,072.0 2,933.9 2,936.6
Net realized capital gains (losses)...... (514.0) 139.9 404.5 465.8 175.3
Total revenues ................ 8,817.5 8,884.9 8,701.4 8,196.9 8,661.6
Expenses:
Benefits, claims and settlement
EXPEMSES .« o vt tie e 5,482.1 52323 5,260.9 5,089.0 5,632.5
Dividends to policyholders ............ 313.7 312.7 304.6 298.7 299.3
Operating expenses .................. 2,573.2 2,479.4 2,070.3 2,074.0 2,035.5
Total expenses ................ 8,369.0 8,024 4 7,635.8 7,461.7 7,967.3
Income before income taxes and
cumulative effect of accounting change. . 448.5 860.5 1,065.6 735.2 694.3
Income taxes ........... ... ... ... ... 79.0 240.3 323.5 42.2 240.8
Income before cumulative effect of
accounting change ............... .. .. 369.5 620.2 742.1 693.0 453.5
Cumulative effect of accounting change,
net of related income taxes............ (£0.7) — — . — —
Net income....... S $§ 3588 $ 6202 $§ 7421 § 693.0 $§ 4535

Earnings per Share Data(3):

Income before cumulative effect of
accounting change per share:

Basic ....... ..ot e $ Loz N/A N/A N/A N/A
Diluted ...... ... ..o o il $ 182 N/A N/A N/A N/A

Cumulative effect of accounting change per
share, net of related income taxes:

Basic ... $ (5.03) N/A N/A N/A N/A

Diluted ....... ... iiiiiiiii $ (0.63) N/A N/A N/A N/A
Net income per share:

Basic ... e $ 099 N/A N/A N/A N/A

Diluted ...... ... i $ 099 N/A N/A N/A N/A
Common shares outstanding at year-end

(inmillions) . .................... ... 360.1 N/A N/A N/A N/A
Weighted-average common shares :

outstanding for the year (in millions) ... 362.4 N/A N/A N/A N/A

Weighted-average common shares and
potential common shares outstanding for
the year for computation of diluted
earnings per share (in millions) ........ 362.4 N/A N/A N/A N/A

Cash dividends per share ............... — N/A N/A N/A N/A




Balance Sheet Data(1):

Invested assets ................. ...
Separate account assets(4) ..............
All otherassets........................

Total assets...................

Policyholder liabilities ..................
Separate account liabilities ..............
Short-termdebt .......... ... ... ......
Long-termdebt .......... ... ... .....
All other liabilities . ....................

Total liabilities . ...............

Common stock(S) .....................
Additional paid-in capital(6) ............
Retained earnings (deficit)(7) ...........

Accumulated other comprehensive income
(loss) ..o

Treasury stock(8) ....... ... ... ... ... ..
Total stockholders’ equity .. ... ..

Principal Life Statutory Data(9):
Premiums and deposits(10) .............
Netincome(11) ...t

Statutory capital and surplus(12) ........
Asset valuation reserve .................

Statutory capital and surplus and asset
valuation reserve. . ............... ..

Other Supplemental Data:
NetinCome . .. oovo vt
Less:

Net realized capitai gains (losses), as
adjusted(13) ........covii it

Non-recurring items(14)..............

Operating earnings . . .. .............

Operating return on average equity(15) ...
Total return on average equity (16) .......

Operating earnings before amortization of
goodwill and other intangibles .........

Assets under management ($ in billions) . .

Number of employees (actual) ..........

As of or for the year ended December 31,

2001(2) 2000(2) 1999(2) 1998(2) 1997(2)
($ in millions, except per share data)

$44,772.9  $42,090.6 $41,343.2  $40,686.7  $39,572.2
35864.8 349162 349923 29,0093  23,560.1
7,712.8 7,398.1 7,617.7 4,350.7 4,002.9
$88,350.5 $84,404.9 $83,953.2 $74,046.7 $67,135.2
$39,308.1  $38,243.6  $37,808.9  $35,885.1  $35,306.1
35864.8 349162 349923 29,0093  23,560.1
511.6 459.5 547.3 290.9 313.7
1,3784 13365 1,492.9 670.9 458.9
4,467.3 . 3,196.6 3,558.9 2,523.3 22122
$81,530.2 $78,152.4 $78,400.3  $68,379.5 $61,851.0
$ 38 § — § — s _— $ —
7,072.5 — — — —
(29.1) 63125 5,692.3 4,950.2 4,257.2
147.5 (60.0) (139.4) 717.0 1,027.0
(374.4) —_ _ _ _
$ 68203 $ 62525 $ 55529 $ 56672 $ 52842
$ 47439 $15,6533  $15,709.8 $14,120.3  $12,710.9
415.0 912.6 713.7 511.4 432.2

$ 34838 § 33564 § 31519 $3,031.5 $ 28111
767.4° 919.8 953.8 966.9 1,087.9
$ 4,251.2 42762 $ 41057 $3,9984 $ 3,899.0
$ 3588 § 6202 $ 7421 $ 6930 $ 4535
(321.0) 93.1 266.9 320.7 111.4
(31.1) (101.0) — 104.8 —

$ 7109 $ 628.1 $ 4752 $ 2675 $ 3421

10.9% 10.5% 8.9% 5.8% 8.5%
5.5% 10.3% 13.9% 15.1% 11.3%

$ 7513 § 6708 $ 4920 $ 3040 $ 3520
$ 1202 $ 1175 $ 1166 $ 804 $ 721
17,138 17,473 17,129 15,970 17,637




(1) We have reclassified periods prior to December 31, 2001, to conform to the presentation for that period.

(2) Our consolidated financial information was affected by the following transactions that affect year-to-year
comparability:

o On Cctober 1, 2001, Spectrum Asset Management became an affiliate of Principal Capital
Management, LLC. The acquisition was accounted for using the purchase method and the results of
operations of the acquired business have been included in the financial statements from the date of
acquisition. We included revenues of $0.8 million in 2001 in our consolidated results of operations and
$5.5 million of total assets as of December 31, 2001, in our consolidated financial position.

o On September 25, 2001, we disposed of all the stock of PT Asuransi Jiwa Principal Indonesia, our

" subsidiary in Indonesia. We currently have no business operations in Indonesia. We received nominal
proceeds, which resulted in a realized capital loss of $6.7 million. Total assets of our operations in
Indonesia as of December 31, 2000, were $3.2 million. We included nominal revenues and net loss
from our operations in Indonesia in our consolidated results of operations for the years ended
December 31, 2001, 2000, 1999, 1998 and 1997.

e On February 15, 2001, we disposed of all of the stock of Principal International Espafia, S.A. de
Seguros de Vida, our subsidiary in Spain, for nominal proceeds, resulting in a net realized capital loss
of $38.4 million, or $21.0 million net of tax, ceasing our business operations in Spain. Total assets of
our operations in Spain as of December 31, 2000, were $222.7 million. We included revenues of $49.4
million, $51.7 million and $46.0 million in our results of operations for the years ended December 31,
2000, 1999 and 1998, respectively. We included a net loss of $1.2 million and net income of $0.9
million and $2.8 million in our results of operations for the years ended December 31, 2000, 1999 and
1998, respectively. We did not include revenues or net income from our operations in Spain in our
consolidated results of operations for the year ended December 31, 2001.

* On August 31, 1999, we acquired the outstanding stock of several companies affiliated with Bankers
Trust Australia Group from Deutsche Bank AG at a purchase price of $1.4 billion. We issued
unsecured long-term debt of $665.0 million to partially fund the acquisition. We report this debt and
related interest expense in our Corporate and Other segment. The acquired companies now operate
under the name BT Financial Group. We accounted for the acquisition using the purchase method.
We included the results of operations of the acquired companies in our International Asset
Management and Accumulation segment and our consolidated financial statements from the date of
acquisition. We included revenues of $220.9 million, $285.5 million and $116.5 millien in our
consolidated results of operations for the years ended December 31, 2001, 2000 and 1999, respec-
tively. We included net loss of $14.8 million, net income of $6.5 million and net loss of $3.1 million in
our consolidated results of operations for the years ended December 31, 2001, 2000 and 1999,
respectively. We accounted for the purchase price as follows: $897.4 million of identifiable in-
tangibles, consisting primarily of management rights for the fund management business and the BT
brand name, $38.5 million of workforce intangibles and $408.6 million of resulting goodwill, which are
being amortized on a straight line basis over 40, 8 and 25 years, respectively.

¢ We acquired Compania de Seguros de Vida El Roble S.A., or El Roble, a Chilean life insurance
company, for a purchase price of $73.4 million in July 1998. We included El Roble’s financial results
in our International Asset Management and Accumulation segment. We combined the operations of
our existing Chilean life insurance affiliate with the operations of El Roble to form Principal
International de Chile. Our consolidated financial results related to these companies’ combined
operations included: total revenues of $217.4 million, $200.2 million, $178.1 million and $155.2 mil-
lion for the years ended December 31, 2001, 2000, 1999 and 1998, respectively; and net income of
$15.0 million, $10.2 million, $0.5 million and $17.0 million for the years ended December 31, 2001,
2000, 1999 and 1998, respectively.

o In July 1998, we established our residential mortgage loan wholesale distribution system, a new
distribution channel, by acquiring ReliaStar Mortgage Corporation for a purchase price of $18.6 mil-
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(3)

(4)

(5)

(6)

(7)

(8)

)

lion. We have integrated the operations of ReliaStar Mortgage Corporation into Principal Residential
Mortgage, Inc., as part of our Mortgage Banking segment.

» Effective April 1, 1998, we transferred substantially all of our managed care operations, to Coventry
Corporation in exchange for a 42% non-majority ownership position in the resulting entity, Coventry
Health Care, Inc. (“Coventry”). Our net equity in the transferred managed care operations had a
carrying value of $170.0 million on April 1, 1998. We sold our remaining managed care operations in
1998 for $20.5 million resulting in no realized capital gain or loss. Prior to the transfer to Coventry,
our Corporate and Other segment included $266.7 million of managed care revenues in our results for
1998. We report our investment in Coventry in our Corporate and Other segment and account for it
using the equity method. OQur share of Coventry’s net income was $19.8 million, $20.0 million and
$19.1 million for the years ended December 31, 2001, 2000 and 1999, respectively. Our share of
Coventry’s net loss was $9.8 million for the year ended December 31, 1998. In September 2000, we
sold a portion of our equity ownership position, which reduced our ownership interest to approxi-
mately 25% and resulted in a net realized capital gain of $13.9 million, net of tax. On November 30,
2001, we announced we had entered into an agreement to sell our remaining stake of approximately
15.0 million shares of Coventry common stock and a warrant, exercisable for approximately
3.1 million shares of Coventry common stock. The transaction was completed on February 1, 2002.
The investment in Coventry was $146.0 million and $122.9 million as of December 31, 2001 and
2000, respectively.

Earnings per share information for 2001 represents unaudited pro forma earnings per common share for
the year ended December 31, 2001. For purposes of calculating pro forma per diluted share information,
weighted-average shares outstanding were used. For the period January 1, 2001 through October 25,
2001, we estimated 360.8 million common shares were outstanding. This consists of 260.8 million shares
issued to eligible policyholders in our demutualization and the 100.0 million shares issued in our initial
public offering (“IPO”} which closed on October 26, 2001. For the period Cctober 26, 2001 through

December 31, 2001, actual shares outstanding were used in the weighted-average share calculation.

Separate account assets increased $1.3 billion at December 31, 2001, primarily due to shares of the
Principal Financial Group stock allocated to a separate account, a result of our demutualization.
Activity of the separate account is reflected in both separate account assets and separate account
liabilities and does not impact our results of operations. '

During 2001, we issued 260.8 million shares of common stock as compensation in the demutualization,
100.0 million shares of common stock in our IPO and 15.0 million shares of common stock as a result of
the exercise of over-allotment options granted to underwriters in the IPO. All shares issued have a $0.01
per share par value.

As of December 31, 2001, represents: a) additional paid-in capital from the demutualization resulting
from the reclassification of residual retained earnings of Principal Mutual Holding Company, net of
common stock issued ($5,047.7 million); b) net proceeds, net of common stock issued, from the sale of
100.0 million shares of common stock in the IPO ($1,752.9 million); ¢) net proceeds, net of common
stock issued, from the exercise of over-allotment options granted to underwriters in the PO
($265.2 million); and d) common stock issued and held in a rabbi trust ($6.7 million).

As of December 31, 2001, represents a $29.1 million net loss for the period October 26, 2001 through
December 31, 2001. In addition, as of December 31, 2001, represents pre-demutualization and IPO
retained earnings of $6,700.4 million less cash ($1,177.5 million) and policy credits ($472.6 million)
distributed as compensation as part of our demutualization and the reclassification of residual retained
earnings of Principal Mutual Holding Company to additional paid-in capital of Principal Financial
Group, Inc. ($5,050.3 million).

During the fourth quarter of 2001, we purchased 15.3 million shares of our stock at a cost of
$367.7 million. The board of directors approved the repurchase of these shares.

We have provided statutory data from annual statements of Principal Life filed with insurance
regulatory authorities. Certain financial information for periods beginning on or after January 1, 2001, is
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(10)

not comparable to information from earlier periods. We prepared statutory data as of or for the year
ended December 31, 2001, in conformity with the NAIC Codification. of Statutory Principles
(“Codification”), adopted as prescribed and permitted by the Insurance Division, Department of
Commerce of the State of lowa, effective January 1, 2001. As allowed by Codification, we did not
restate prior period information. We prepared statutory data as of or for the years ended December 31,
2000, 1999, 1998 and 1997 in conformity with accounting practices prescribed or permitted on the dates
thereof by the Insurance Division, Department of Commerce of the State of Iowa.

Codification, as adopted by Principal Life on January 1, 2001, has significantly impacted the reporting of
Principal Life’s statutory premiums and deposits for the year ended December 31, 2001. Under
Codification, we no longer report amounts received for deposit-type contracts in the statement of
operations as revenue, but rather report these amounts directly as an increase in an appropriate policy
reserve account, a treatment that is similar to that under U.S. GAAP. This has the effect of decreasing
reported total revenues and total expenses of Principal Life, with no effect to statutory net income or

- statutory surplus. Premiums and deposits for the years ended December 31, 2000, 1999, 1998 and 1997

(1)

(12)

(13)

included amounts received for deposit-type contracts of $11,273.2 million, $11,571.5 million,
$10,312.6 million and $8,694.9 million, respectively.

Cadification, as adopted by Principal Life on January 1, 2001, has impacted the reporting of Principal
Life’s statutory net income for the year ended December 31, 2001. Under Codification our net income
has been significantly impacted due to a change in the accounting for undistributed income (loss) from
subsidiaries. We no longer report undistributed income (loss) from subsidiaries as part of net investment
income, but rather report these amounts as unrealized gains and losses, which are excluded from the
calculation of net income. This has the effect of decreasing reported total statutory revenues and net
income, but has no effect on statutory surplus. Undistributed income from subsidiaries for the years
ended December 31, 2000 and 1999 were $208.9 million and $159.9 million, respectively, and
undistributed loss from subsidiaries for the years ended December 31, 1998 and 1997 were $0.4 million
and $41.3 million, respectively.

On August 24, 2001, Principal Life paid a statutory dividend of $250.0 million, which reduced its
surplus by that amount. On October 26, 2001, Principal Life received a capital contribution of
$1,689.7 million to reimburse Principal Life for policy credits, cash and expenses paid in connection
with our demutualization.

Net realized capital gains (losses), as adjusted, are net of tax, related changes in the amortization
pattern of deferred policy acquisition costs, recognition of front-end fee revenues for sales charges on
pension products and services, net realized capital gains credited to customers and certain market value
adjustments to fee revenues. Deferred policy acquisition costs represent commissions and other selling
expenses that vary with and are directly related to the production of business. These acquisition costs are
deferred and amortized in conformity with U.S. GAAP.




Following is a reconciliation of net realized capital gains (losses) from the consolidated financial
statements and the adjustment made to calculate segment operating earnings for the years indicated:
For the year ended December 31,
2001 2000 1999 1998 1997
(in millions)

| Net realized capital gains (losses) ......... $(514.0) $1399 $ 4045 § 4658 $175.3

(14)

(15)

Certain market value adjustments to fee
TEVEIMUES © oot v tv et ieee e (14.9) — — — —_—
Recognition of front-end fee revenues . ..... 1.5 0.9 (1.0) (1.3) (0.9)

" Net realized capital gains (losses),
including recognition of front-end fee
revenues and certain market value :
adjustments to fee revenues........... (527.4) 140.8 403.5 464.5 174.4

Amortization of deferred policy acquisition
costs related to net realized capital gains

) I 18.6 (0.3) 4.4 5.7 (1.7)
Amounts credited to contractholder

ACCOUNES . .. v ittt i ie e — — — (26.3) —
Non-recurring net realized capital losses . . . . — — — (1.7) —

Net' realized capital gains (losses), including

recognition of front-end fee revenues,
certain market value adjustments to fee
revenues, net of related amortization of
deferred policy acquisition costs, and

amounts credited to contractholders . .. ... (508.8)  140.5 407.9 4422 172.7

Income tax effect ....................... 187.8 (47.4)  (141.0) (121.5) (61.3)
Net realized capital gains (losses), as ‘ ‘

adjusted ... ... $(320.0) $ 931 $ 2669 $ 3207 $ill.4

For the year ended December 31, 2001, we excluded $31.1 million of non-recurring items, net of tax,
from net income for the presentation of operating earnings. The non-recurring items included (a) the
negative effects of: (i) expenses related to our demutualization ($18.6 million); (ii) a cumulative effect
of change in accounting principle related to our implementation of SFAS 133 ($10.7 million); and
(ii1) an increase in our loss contingency reserve for sales practices litigation ($5.9 million) and (b) the
positive effect of investment income generated by the proceeds of our IPO (84.1 million).

For the year ended December 31, 2000, we excluded $101.0 million of non-recurring items, net of tax,
from net income for our presentation of operating earnings. The non-recurring items included the
negative effects of: (a) a loss contingency reserve established for sales practices litigation ($93.8 mil-
lion) and (b) expenses related to our demutualization ($7.2 million).

For the year ended December 31, 1998, we excluded $104.8 million of non-recurring items, net of tax,
from net income for our presentation of operating earnings. The non-recurring items included: (a) the
positive effects of (i) Principal Life’s release of tax reserves and related accrued interest ($164.4 mil-
lion) and (ii) accounting changes by our international operations ($13.3 million); and (b) the negative
effects of (i) expenses and adjustments for changes in amortization assumptions for deferred policy
acquisition costs related to our corporate structure change to a mutual insurance holding company
($27.4 million) and (ii) a contribution related to permanent endowment of the Principal Financial
Group Foundation ($45.5 million).

We define operating return on average equity as operating earnings divided by ave'rage total equity,
excluding accumulated other comprehensive income. We have excluded accumulated other comprehen-
sive income due to its volatility between periods.and because such data is often excluded when

9




evaluating the overall financial performance of insurers. Operating return on average equity should not
be considered a substitute for any U.S. GAAP measure of performance.

(16) We define total return on average equity as net income divided by average total equity, excluding
accumulated other comprehensive income. We have excluded accumulated other comprehensive
income due to its volatility between periods and because such data is often excluded when evaluating the
overall financial performance of insurers.

Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following analysis discusses our financial condition as of December 31, 2001, compared with
December 31, 2000, and our consolidated results of operations for the years ended December 31, 2001, 2000
and 1999, and, where appropriate, factors that may affect our future financial performance. The discussion
should be read in conjunction with our audited consolidated financial statements and the related notes to the
financial statements and the other financial information included elsewhere in this Financial Report.

Overview

We are a leading provider of retirement savings, investment and insurance products and services. We
have four operating segments:

o U.S. Asset Management and Accumulation, which consists of our asset accumulation operations
which provide products and services, including retirement savings and related investment products and
services, and our asset management operations conducted through Principal Capital Management, our
U.S.-based asset manager. We provide a comprehensive portfolio of asset accumulation products and
services to businesses and individuals in the U.S., with a concentration on small and medium-sized
businesses, which we define as businesses with fewer than 1,000 employees. We offer to businesses
products and services for defined contribution pension plans, including 401(k) and 403(b) plans,
defined benefit pension plans and non-qualified executive benefit plans. We also offer annuities, mutual
funds and bank products and services to the employees of our business customers and other individuals.

o International Asset Management and Accumulation, which consists of BT Financial Group, our
Australia-based asset manager, and Principal International. Our acquisition of BT Financial Group in
1999 was a central element in the expansion of our international asset management and accumulation
businesses. Through Principal International, we offer retirement products and services, annuities,
mutual funds and life insurance through subsidiaries in Argentina, Chile, Mexico and Hong Kong and
joint ventures in Brazil, Japan and India.

o Life and Health Insurance, which provides individual life and disability insurance as well as group life
and health insurance throughout the U.S. Our individual insurance products include interest-sensitive
life, traditional life and disability insurance. Our group insurance products include life, disability,
medical, dental and vision insurance, and administrative services.

« Mortgage Banking, which engages in originating, purchasing, selling and servicing residential mortgage
loans in the U.S.

We also have a Corporate and Other segment which consists of the assets and activities that have not
been allocated to any other segment.
Profitability

Our profitability depends in large part upon our:

o amount of assets under management;

o spreads we earn on our policyholders’ general account balances;

o ability to generate fee revenues greater than the amount it costs us to administer pension products,
manage investments for retail and institutional clients and provide other administrative services;
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= ability to price our life and health insurance products at a level that enables us to earn a margin over
the cost of providing benefits and the expense of acquiring and administering those products, which is
primarily a function of competitive- conditions, persistency, our ability to assess and manage trends in
mortality and morbidity experience, our ability to generate investment earnings and our ability to
maintain expenses in accordance with pricing assumptions;

> ability to effectively monitor and price residential mortgage loans we originate, purchase, and sell and
to manage the expenses we incur in servicing residential mortgage loans;

o ability to effectively hedge the effect of interest rate changes on our residential mortgage servicing
rights;

o ability to manage our investment portfolio to maximize investment returns and minimize risks such as
interest rate changes or defaults or impairments of invested assets;

o ability to effectively hedge fluctuations in foreign currency to U.S. dollar exchange rates; and

o ability to manage our operating expenses.

Trends
U.S. Asset Management and Accumulation

Our sales of pension and other asset accumulation products and services in the U.S. have been affected by
overall trends in the U.S. retirement services industry, as our customers have begun to rely less on defined
benefit retirement plans, social security and other government programs. Current trends in the work
environment include a more mobile workforce and the desire of employers to shift the market risk of
retirement investments to employees by offering defined contribution plans rather than defined benefit plans.
These trends are increasing the demand for defined contribution pension arrangements such as 401 (k) plans,
mutual funds or variable annuities. Also, the “baby-boom” generation of U.S. workers has reached an age at
which saving for retirement is critical and it continues to seek tax-advantaged investment products for
retirement. Considering these trends, assets under management increased as of December 31, 2001, primarily
due to additional gross new deposits, retention of assets from existing clients, and shares of Principal Financial
Group stock allocated to the separate account as part of our demutualization. The declining interest rate
environment and poor performance in the equity markets in 2001 have decelerated our recent growth in assets
under management.

The following table provides a summary of U.S. Asset Accumulation assets under management as of
December 31, 2001, 2000 and 1999:

U.S. Asset Accumulation
Total assets under

As of - . management
(in billions)
December 31, 2001 . ... ’ $74.6
December 31, 2000 . ... ..o . 71.0
December 31, 1999 ... . 70.3

Asset management services have been among the most profitable and rapidly growing sectors of the
financial services industry, at both the retail and institutional level. We formally established Principal Capital
Management, our U.S.-based asset manager, in 1999 to consolidate our investment operations and to enter the
third-party institutional asset management market. We seek to take advantage of current trends which
indicate that both retail and institutional investors embrace specialization, providing increased fees to
successful active managers with expertise in specialty and niche areas. Our U.S. third-party assets under
management increased $1.0 billion during 2001 as a result of the acquisition of Spectrum Asset Management,
which became an affiliate of Principal Capital Management on October 1, 2001.
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The following table provides a summary of Principal Capital Management’s affiliated and third-party
assets under management as of December 31, 2001, 2000 and 1999:

Principal Capital Management
Affiliated assets

under Third-party assets Total assets under
As of management under management management
(in billions)
December 31,2001 .......... ... .. .. .... $78.4 $7.3 $85.7
December 31,2000 ...................... 76.9 6.3 83.2
December 31,1999 .. ....... .. ... ... ... 717.5 4.7 82.2

International Asset Management and Accumulation

Our international asset management and accumulation businesses focus on countries with a trend toward
privatization of public retirement pension systems. Qur acquisition of BT Financial Group in August 1999 is
consistent with this strategy. We are seeking to take advantage of an Australian government requirement for
all employers to contribute 8% of an employee’s salary to an employer-sponsored defined contribution
retirement plan, referred to as superannuation. The required employer contribution is scheduled to rise to 9%
in 2002.

The governments of other countries have also instituted privatized pension systems requiring employees
who join the labor force to contribute to a private pension system. With variations depending upon the specific
country, we have targeted these markets for sales of retirement and related products and services, including
defined contribution pension plans, annuities and mutual funds to individuals and businesses. In several of our
international markets, we complement our sales of these products with sales of life insurance products.

We have pursued our international strategy through a combination of start-ups, acquisitions and joint
ventures, which require infusions of capital consistent with our strategy of long-term growth and profitability.

Life and Health Insurance

QOur U.S. individual life insurance premiums have been influenced by both economic and industry trends.
Both fee revenues and policyholder liabilities related to our interest-sensitive life insurance products have
increased due to customer preference for insurance products with variable investment and tax-advantaged
accumulation product options. Premiums and policyholder liabilities related to our individual traditional life
insurance products have remained relatively flat. '

The following table provides a summary of our individual life insurance fee revenues, premiums and
policyholder liabilities as of or for the years ended December 31, 2001, 2000 and 1999:

Individual Life Insurance
Interest-sensitive

life insurance Traditional life insurance
Fee Policyholder Policyholder
As of or for the year ended revenues liabilities (1) Premiums liabilities
(in millions)
December 31,2001, ... $99.6 $1,748.4 $766.2 $5,712.7
December 31,2000, ............ .. .. ... ... 89.1 1,567.6 772.8 5,522.7
December 31, 1999. . ... .. .. .l 61.7 1,237.2 780.8 5,331.6

(1) Includes separate account liabilities for policies with variable investment options.

Improved pricing discipline in our group medical insurance business has affected pricing of premiums. In
general, we reacted faster than the industry in 2000 to rising healthcare costs, raising our prices. That action
depressed sales and increased lapses, causing a loss of membership and total premiums that continued into
2001. Our price increases have subsided to match cost trends, and competitors have increased their pricing
more recently. Sales and lapses improved throughout 2001, and medical premiums grew during the last two
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quarters of 2001. Medical premiums were also affected by our decisions to exit under-performing and non-
strategic businesses and markets. Effective January 1, 2000, we ceased new sales of our Medicare supplement
insurance product and effective July 1, 2000, reinsured all existing Medicare supplement business. We
continue to sell group medical business in 36 states. We also offer a complete array of non-medical products
(life, disability, dental and vision) and administrative services only business in all 50 states and have
experienced growth in these products. Our group life insurance premiums declined in 2001 due largely to the
loss of two large customers.

QOur group life and health insurance premiums and premium equivalents for the years ended Decem-
ber 31, 2001, 2000 and 1999 were as follows:

Premiums and premium equivalents

: Group
Group . Group dental and

Group disability medical vision Fee-for-

For the year ended life insurance insurance  imsurance(l) insurance service
. . (in milliens)

December 31,2001, ..................... $221.8 $98.2 = $1,610.3 $351.1 $1,828.2
December 31,2000, ..................... 2771.7 94.5 1,815.6 340.4 1,502.2
December 31, 1999, ..................... 273.6 86.8 1,876.7 270.0 1,287.6

(1) Effective January 1, 2000, we ceased new sales of our Medicare supplement insurance and effective
July 1, 2000, reinsured all existing Medicare supplement business.

Mortgage Banking

We believe residential mortgages play a central role in the financial planning activities of individuals in
the U.S. As a result, our mortgage banking operations complement our portfolio of market-driven financial
products and services. ‘ ’

Interest rate trends significantly impact our residential mortgage business. Through most of 1999, the
strong economy coupled with relatively low interest rates created a favorable real estate market that increased
production of residential mortgage loans throughout the industry and also contributed to an increase in
residential mortgage loan refinancing. Starting late in 1999, interest rates increased, resulting in decreases in
production and refinancing of residential mortgage loans throughout the industry. This trend reversed in 2001,
when interest rates decreased, resulting in significant increases in mortgage loan production.

We manage growth in the mortgage loan servicing portfolio, through retention of mortgage loan
production and the sale and acquisition of mortgage loan servicing rights. Qur servicing portfolio grew at a
compound annual rate of 25% from December 31, 1999 through December 31, 2001, reflecting our increased
retention of servicing rights of loans produced and acquisition of servicing rights. Growth in the mortgage loan
servicing portfolio was slower in 2000, as a result of a decrease in mortgage loan production and an increase in
sales of mortgage loan servicing rights. During 2001, the mortgage loan servicing portfolio grew as a result of
an increase in mortgage loan production.

Our residential mortgage loan production and the unpaid principal balances in our residential mortgage
loan servicing portfolio as of or for the years ended December 31, 2001, 2000 and 1999 were as follows:

Residential

: mortgage Residential mortgage
As of or for the year ended lean production loan servicing portfolic
(in millions)
December 31,2001, . ... ... ... ... $37,771.3 $80,530.5
December 31, 2000. ....... ... ... 8,311.8 55,987.4
December 31, 1999. ... ... .. 13,307.3 51,875.5
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Transactions Affecting Comparability of Results of Operations
Acquisitions
We acquired the following businesses, among others, during the past three years:

Spectrum Asset Management, On October 1, 2001, Spectrum Asset Management became an affiliate of
Principal Capital Management, LLC. The acquisition was accounted for using the purchase method and the
results of operations of the acquired business have been included in our financial statements from the date of
acquisition. We included revenues of $0.8 million in 2001 in our consolidated results of operations.

BT Financial Growp. On August 31, 1999, we acquired the outstanding stock of several companies
affiliated with Bankers Trust Australia Group from Deutsche Bank AG at a purchase price of $1.4 billion. We
issued unsecured long-term debt of $665.0 million to partially fund the acquisition. We report this debt and
related interest expense in our Corporate and Other segment. The acquired companies now operate under the
name of BT Financial Group. We accounted for the acquisition using the purchase method. The results of
operations of the acquired companies have been included in our consolidated financial statements from the
date of acquisition. We included revenues of $220.9 million, $285.5 million and $116.5 million in our
consolidated results of operations for the years ended December 31, 2001, 2000 and 1999, respectively. We
included net loss of $14.8 million, net income of $6.5 million and net loss of $3.1 million in our consolidated
results of operations for the years ended December 31, 2001, 2000 and 1999, respectively.

We accounted for the purchase price as follows: $897.4 million of identifiable intangibles; consisting
primarily of management rights for the fund management business and the BT brand name; $38.5 million of
workforce intangibles and $408.6 million of resulting goodwill. We are amortizing these intangible assets on a
straight-line basis over 40, 8 and 25 years, respectively. We report the goodwill and other intangibles, including
the related amortization, in our International Asset Management and Accumulation segment.

The accounting for business combinations, goodwill and other intangible assets changed effective
January 1, 2002. The accounting change includes the adoption of a non-amortization, impairment-only modetl
for our goodwill and indefinite-lived intangible assets and a more stringent impairment test methodology (fair
value based on discounted cash flows) for measuring and recognizing impairment losses. See “Critical
Accounting Policies — Accounting for Business Combinations” for a discussion of our planned adoption of
the new accounting statements.

Dispositions

We entered into dispositions or disposed of the following businesses, among others, during the past three
years:

Coventry Health Care. Effective April 1, 1998, we transferred substantially all of our managed care
operations to Coventry Corporation in exchange for a 42% non-majority ownership position in the resulting
entity, Coventry Health Care, Inc. (“Coventry”). In September 2000, we sold a portion of our equity
ownership position, which reduced our ownership to approximately 25% and resulted in a realized capital gain
of $13.9 million, net of tax. The investment in Coventry was $146.0 million and $122.9 million as of
December 31, 2001 and 2000, respectively.

We report our investment in Coventry in our Corporate and Other segment and account for it using the
equity method. Our share of Coventry’s net income was $19.8 million, $20.0 million and $19.1 million for the
years ended December 31, 2001, 2000 and 1999, respectively.

On November 30, 2001, we announced we had entered into an agreement to sell our remaining stake of
approximately 15.0 million shares of Coventry common stock. The transaction was completed on February 1,
2002.

PT Asuransi Jiwa Principal Indonesia. On September 25, 2001, we disposed of all the stock of PT
Asuransi Jiwa Principal Indonesia, our subsidiary in Indonesia. We currently have no business operations in
Indonesia. We received nominal proceeds, which resulted in a realized capital loss of $6.7 million. Total assets
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of our operations in Indonesia as of December 31, 2000, were $3.2 million. We included nominal revenues and
net loss from our operations in Indonesia in our consolidated results of operations for the years ended
December 31, 2001, 2000 and 1999.

Principal International Espaiia, S.A. de Seguros de Vida. On February 15, 2001, we disposed of all of
the stock of Principal International Espafia, S.A. de Seguros de Vida, our subsidiary in Spain, for nominal
proceeds, resulting in a realized capital loss of $38.4 million, or $21.0 million net of tax, ceasing our business
operations in Spain. Total assets of our operations in Spain as of December 31, 2000, were $222.7 million.

We included revenues of $49.4 million and $51.7 million from our operations in Spain in our consolidated
results of operations for the years ended December 31, 2000 and 1999, respectively. Our operations in Spain
contributed net loss of $1.2 million and net income of $0.9 million for the years ended December 31, 2000 and
1999, respectively. We did not include revenues or net income from our operations in Spain in our
consolidated results of operations for the year ended December 31, 2001.

Reinsurance Transactions

Effective January 1, 2002, we entered into a reinsurance agreement to reinsure certain group medical
insurance contracts, which should result in reduced volatility of our group medical insurance earnings.

Effective July 1, 2000, we entered into a reinsurance agreement with General & Cologne Life Re of
America to reinsure 100% of our Medicare supplement insurance business. Medicare supplement insurance
premiums were $98.4 million and $164.6 million for the years ended December 31, 2000 and 1999,
respectively.

Operating Earnings and Non-Recurring Items

For the year ended December 31, 2001, we excluded $31.1 million of non-recurring items, net of tax,
from net income for our presentation of consolidated operating earnings. The non-recurring items included the
(1) negative effects of: (a) expenses related to our demutualization ($18.6 million); (b) a cumulative effect
of change in accounting related to our implementation of Statement of Financial Accounting Standards
(““SFAS”) No. 133, Accounting for Derivative Instruments and Hedging Activities (“SFAS 133”) ($10.7 mil-
lion); and (c) an increase to our loss contingency reserve for sales practices litigation ($5.9 million) and
(2) the positive effect of investment income generated from the proceeds of our IPO ($4.1 million}.

For the year ended December 31, 2000, we excluded $101.0 million of non-recurring items, net of tax,
from net income for our presentation of consolidated operating earnings. The non-recurring items included the
negative effects oft (1) a loss contingency reserve established for sales practices litigation ($93.8 million); and
(2) expenses related to our demutualization ($7.2 million).

Fluctuations in Foreign Currency to U.S. Dollar Exchange Rates

Fluctuations in foreign currency to U.S. dollar exchange rates for countries in which we have operations
can affect reported financial results. In years when foreign currencies weaken against the U.S. dollar,
translating foreign currencies into U.S. dollars results in fewer U.S. dollars to be reported. When foreign
currencies strengthen, translating foreign currencies into U.S. dollars results in more U.S. dollars to be
reported.

In January 2002, the Argentine government ended its tie of the Argentine peso to the U.S. dollar,
creating a dual currency system with an official fixed exchange rate of 1.4 pesos to 1.0 U.S. dollar for import
and export transactions and a “free” floating exchange rate for other transactions, subsequently floating the
Argentine peso in February. The devaluation is not expected to materially impact our consolidated results of
operations.

Foreign currency exchange rate fluctuations create variances in our financial statement line items but
have not had a material impact on our consolidated operating earnings and net income. Qur consolidated
operating earnings were negatively impacted $1.7 million, $0.6 million and $0.3 million for the years ended
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December 31, 2001, 2000 and 1999, respectively, as a result of fluctuations in foreign currency to U.S. dollar
exchange rates. For a discussion of our approaches to foreign currency exchange rate risk, see “Quantitative
and Qualitative Disclosures about Market Risk.”

Enron

In December 2001, Enron Corp., along with certain of its subsidiaries, filed voluntary petitions for
Chapter 11 reorganization with the U.S. Bankruptcy Court. As a result, we recognized realized losses in 2001
for other than temporary impairments of $71.9 million related to our exposure to Enron Corp. and Enron
related entities. Also included in net realized capital gains and losses in 2001 were losses of $65.8 million
related to the sales of Enron investments. As of December 31, 2001, the remaining carrying amount of our
investment in Enron Corp. and Enron related entities was $45.5 million.

Demutualization and Initial Public Offering

Effective October 26, 2001, Principal Mutual Holding Company converted from a mutual insurance
holding company (“MIHC”) to a stock company. All policyholder membership interests in Principal Mutual
Holding Company were extinguished on that date and eligible policyholders of the MIHC received, in
aggregate, 260.8 million shares of commen stock, $1,177.5 million of cash and $472.6 million of policy credits
as compensation.

In connection with the restructuring effective October 26, 2001, Principal Mutual Holding Company and
two of its subsidiaries, Principal Financial Group, Inc., an lowa corporation, and Principal Financial Services,
Inc., an Iowa corporation, merged with and into Principal lowa Newco, Inc., an lowa corporation, which
changed its name to Principal Financial Services, Inc. (“PFSI”). PFSI is a wholly-owned subsidiary of
Principal Financial Group, Inc., a Delaware corporation.

In addition, on October 26, 2001, we completed our initial public offering (“IPO”) in which we issued
100.0 million shares of common stock at a price of $18.50 per share. Net proceeds from the IPO were
$1,753.9 million, of which $64.2 million was retained by Principal Financial Group, Inc., and $1,689.7 million
was contributed to Principal Life. Proceeds were net of offering costs of $96.5 million and a related tax benefit
of $0.4 million.

On November 9, 2001, we issued 15.0 million additional shares of common stock, at a price of $18.50 per
share, as a result of the exercise of over-allotment options granted to underwriters in the IPO. Net proceeds
from the over-allotment were $265.4 million. ‘

Costs relating to the demutualization, excluding costs relating to the IPO, incurred through Decem-
ber 31, 2001, were $18.6 million and $7.2 million, net of tax, in 2001 and 2000, respectively. Demutualization
expenses consist primarily of printing and mailing costs and our aggregate cost of engaging independent
accounting, actuarial, financial, investment banking, legal and other consultants to advise us on the
demutualization. In addition, our costs include the costs of the advisors of the Insurance Commissioner of the
State of Iowa and the New York State Insurance Department, other regulatory authorities and internal
allocated costs for staff and related costs associated with the demutualization.

Terrorist Attacks in the U.S.

On September 11, 2001, terrorist attacks in the U.S. resulted in significant loss of life and property, as
well as interruption of business activities and an overall disruption of the world economy. As of December 31,
2001, we recognized $6.7 million, net of income tax and reinsurance, in our Life and Health Insurance
segment in losses from individual and group life and disability insurance claims from these events.

The impact of the events of September 11, 2001, reduced our assets under management as a result of the
declines in the U.S., Australian and other stock markets. These declines in the securities markets and reduced
commercial and economic activity suppressed growth in our operating earnings and revenues during 2601.
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Some of the assets in our investment portfolio may be adversely affected by the volatility in the securities
markets and economic activity caused by the September 11, 2001 terrorist attacks and heightened security
measures. In particular, this may lead to possible write-downs, loss of value or impairments with regard to
securities issued by companies affected by these events. On December 31, 2001, we held corporate fixed
maturity securities in the following sectors impacted most significantly by the September 11, 2001, terrorist
attacks (carrying amounts noted in parenthesis): airlines ($245.9 million in public debt and $208.3 million in
private debt), comprised mostly of equipment trust certificate transactions secured by aircraft; airline
manufacturers and equipment providers ($239.0 million), comprised of public and private unsecured debt;
property and casualty insurance companies ($28.9 million), comprised of public unsecured debt; and hotels
and gaming companies ($168.9 million), comprised of public and private debt secured by hotel properties. As
of December 31, 2001, we have not recognized any related other than temporary impairment of these assets.

Critical Accounting Policies

The increasing complexity of the business environment and applicable authoritative accounting guidance
requires us to closely monitor our accounting policies. We have identified four critical accounting policies that
are complex and require significant judgment. A summary of our critical accounting policies is intended to
enhance the reader’s ability to assess our financial condition and results of operations and the potential
volatility due to changes in estimates and changes in guidance.

Accounting for Business Combinations

QOur goodwill and other intangibles include the cost of acquired subsidiaries in excess of the fair value of
the tangible net assets recorded in connection with acquisitions. These assets are amortized on a straight-line
basis generally over 8 to 40 vears. The carrying amounts of goodwill and other intangibles are reviewed
periodically for indicators of impairment in value, which in the view of management are other than temporary,
including unexpected or adverse changes in the economic or competitive environments in which we operate,
and profitability analyses on the relevant subsidiary. If facts and circumstances suggest that a subsidiary’s
goodwill and other intangibles are impaired, we determine whether the sum of the estimated undiscounted
future cash flows of the subsidiary is less than the carrying value. If the undiscounted future cash flows are less
than the carrying value, an impairment loss is recognized for the excess of the carrying amount of assets over
fair value.

We must exercise certain judgments and make estimates in the application of our policy for business
combinations. We have some discretion in determining the fair value of assets acquired and liabilities
assumed, lives assigned to acquired intangibles, the resulting amortization period, what indicators will trigger
an impairment, whether those indicators are other than temporary, what economic or competitive factors
affect valuation, valuation methodology, and key assumptions including discount rates and cash flow estimates.

In June 2001, the FASB issued SFAS No. 141, Business Combinations (“SFAS 141”), and SFAS
No. 142, Goodwill and Other Intangible Assets (“SFAS 142”). SFAS 141 requires that the purchase method
of accounting be used for all business combinations initiated after June 30, 2001. SFAS 141 also includes
guidance on the initial recognition and measurement of goodwiil and other intangible assets arising from
business combinations completed after June 30, 2001, SFAS 142, effective January 1, 2002, prohibits the
amortization of goodwill and intangible assets with indefinite useful lives. Intangible assets with finite useful
lives will continue to be amortized over their estimated useful lives. In 2001, our amortization expense for
goodwill and intangible assets was $54.7 million, of which $48.5 million will not continue after January 1,
2002. Additionally, SFAS 142 requires that goodwill and indefinite-lived intangible assets be reviewed for
impairment at least annually. This includes a more stringent impairment test methodology (fair value based
on discounted cash flows) for measuring and recognizing impairment losses. We have estimated the
impairment amount that will result from the adoption of SFAS 142 on January 1, 2002, and expect an after-
tax impairment of approximately $300.0 million. The impairment will be recognized in our first quarter 2002
consolidated financial statements as a cumulative effect of a change in accounting principle.
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Valuation of Invested Assets

Valuation Policies. In accordance with the provisions of SFAS No. 115, Accounting for Certain
Investments in Debt and Equity Securities, we are required to classify our investments into one of three
categories: held-to-maturity, available-for-sale or trading. We determine the appropriate classification of fixed
maturity securities at the time of purchase. Fixed maturity securities include bonds, mortgage-backed
securities, and redeemable preferred stock. We classify our fixed maturity securities as either available-for-sale
or trading and, accordingly, carry them at fair value. Unrealized gains and losses related to available-for-sale
securities are reflected in stockholders’ equity net of related deferred policy acquisition costs and applicable
taxes. Unrealized gains and losses related to trading securities are reflected in net realized capital gains and
losses. The cost of fixed maturity securities is adjusted for amortization of premiums and accrual of discounts,
both computed using the interest method. The cost of fixed maturity securities is adjusted for declines in value
that are other than temporary. Impairments in value deemed to be other than temporary are reported as a
component of net realized capital gains and losses. For loan-backed and structured securities, we recognize
income using a constant effective yield based on currently anticipated prepayments as determined by broker-
dealer surveys or internal estimates and the estimated lives of the securities.

Equity securities include common stock and non-redeemable preferred stock. The cost of equity
securities is adjusted for declines in value that are other than temporary. Impairments in value deemed to be
other than temporary are reported as a component of net realized capital gains and losses. Equity securities are
classified as available-for-sale and, accordingly, are carried at fair value. Unrealized gains and losses related to
available-for-sale securities are reflected in stockholders’ equity net of related deferred policy acquisition costs
and applicable taxes.

Real estate investments are reported at cost less accumulated depreciation. The initial cost bases of
properties acquired through loan foreclosures are the lower of the fair market values of the properties at the
time of foreclosure or the outstanding loan balance. Buildings and land improvements are generally
depreciated on the straight-line method over the estimated useful life of improvements, and tenant
improvement costs are depreciated on the straight-line method over the term of the related lease. We
recognize impairment losses for our properties when indicators of impairment are present and a property’s
expected undiscounted cash flows are not sufficient to recover the property’s carrying value. In such cases, the
cost bases of the properties are reduced to fair value. Real estate expected to be disposed is carried at the lower
of cost or fair value, less cost to sell, with valuation allowances established accordingly and depreciation no
longer recognized. Any impairment losses and any changes in valuation allowances are reported as net realized
capital losses.

Commercial and residential mortgage loans are generally reported at cost adjusted for amortization of
premiums and accrual of discounts, computed using the interest method, and net of valuation allowances. Any
changes in the valuation allowances are reported as net realized capital gains and losses. We measure
impairment based upon the present value of expected cash flows discounted at the loan’s effective interest rate
or the loan’s observable market price. If foreclosure is probable, the measurement of any valuation allowance
is based upon the fair value of the collateral. Residential mortgage loans held for sale and commercial
mortgage loans held for sale are carried at lower of cost or fair value, less cost to sell, and reported as mortgage
loans in the statements of financial position.

We sell commercial mortgage loans to an unconsolidated trust which then issues mortgage-backed
securities. We may retain interests in the loans by purchasing portions of the securities from the issuance.
Gain or loss on the sales of the mortgages depends in part on the previous carrying amounts of the financial
assets involved in the transfer, which is allocated between the assets sold and the retained interests based on
their relative fair value at the date of transfer. Fair values are determined by quoted market prices of external
buyers of each class of security purchased. The retained interests are thereafter carried at fair value with other
fixed maturity investments.

We also sell residential mortgage loans and retain servicing rights which are retained interests in the sold
loans. Gain or loss on the sales of the loans depends in part on the previous carrying amounts of the financial
assets sold and the retained interests based on their relative fair values at the date of the transfer. To obtain
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fair values, quoted market prices are used if available. However, quotes are generally not available for retained
interests, so we estimate fair value based on the present value of the future expected cash flows using our best
estimates of the key assumptions — prepayment speeds and option adjusted spreads commensurate with the
risks involved.

We have developed a margin lending securitization program whereby we sell receivables to an
unconsolidated trust that packages and sells interests to investors. We retain interest bearing subordinated
tranches. The receivables are sold at face value, which approximates cost and fair value, to an unconsolidated
trust, with no gain or loss recognized on the sale. Retained interests are initially carried at cost based on their
fair values at the date of transfer, then carried at fair value thereafter.

We recognize impairment losses for fixed maturities and equity securities when declines in value are
other than temporary.

Corporate private placement bonds represent a primary area of credit risk exposure. The corporate private
placement bond portfolio is diversified by issuer and industry. We monitor the restrictive bond covenants
which are intended to regulate the activities of issuers and control their leveraging capabilities.

Mortgage loans on real estate are considered impaired when, based on current information and events, it
is probable that we will be unable to collect all amounts due according to contractual terms of the loan
agreement. When we determine that a loan is impaired, a provision for loss is established for the difference
between the carrying amount of the mortgage loan and the estimated value. Estimated value is based on either
the present value of the expected future cash flows discounted at the loan’s effective interest rate, the loan’s
observable market price or fair value of the collateral. The provision for losses is reported as a net realized
capital loss. Mortgage loans deemed to be uncollectible are charged against the allowance for losses, and
subsequent recoveries are credited to the allowance for losses. The allowance for losses is maintained at a level
believed adequate by us to absorb estimated probable credit losses. Our periodic evaluation of the adequacy of
the allowance for losses is based on our past loan loss experience, known and inherent risks in the portfolio,
adverse situations that may affect the borrower’s ability to repay, the estimated value of the underlying
collateral, composition of the loan portfolio, current economic conditions and other relevant factors. The
evaluation is inherently subjective as it requires estimating the amounts and timing of future cash flows
expected to be received on impaired loans that may change.

Valuation Models and Assumptions. Since many of the SFAS 115 assets that we invest in are private
market assets, there are not readily available market quotes available to determine the fair market value of
these assets as required by SFAS 115. These assets are valued by discounting future cash flows. The discount
rate is based on a Treasury curve sourced from Bloombérg, credit spreads provided by Capital Management
Sciences, and a liquidity-spread add-on determined by us. The spreads used are unique by credit rating for
each asset. We also determine the credit ratings used in the process.

We must also determine the fair value of our non-exchange traded derivative contracts. Many of these
values are calculated via models built in Bloomberg and are validated by confirmations with the counterparties
and our valuation model.

Assumptions including prepayment speeds, defaults, and losses are used in the assessment of both the
base case and subsequent testing of yields and valuations of asset-backed securities and commercial mortgage
backed securities.

The assessment of the other than temporary losses and write-downs of invested assets (private bonds,
mortgages, and real estate) also involves significant judgment. Both the recognition of a triggering event
(timing) and the market value of private assets involves subjective assessments by us. In addition, the
determination of the calculation and the adequacy of the mortgage loan reserve are also subjective. Qur
assessment of the adequacy of this reserve is based on our past experience, known and inherent risks in the
portfolio, adverse situations that may affect a borrower’s ability to repay, the estimated value of the underlying
security, composition of the portfolio, and current economic conditions.
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Insurance Reserves and Deferved Policy Acquisition Costs

Insurance reserves. Contractholder and policyholder liabilities (contractholder funds, future policy
benefits and claims and other policyholder funds) include reserves for investment contracts and reserves for
universal life, limited payment, participating and traditional life insurance policies. Investment contracts are
contractholders’ funds on deposit with us and generally include reserves for pension and annuity contracts.
Reserves on investment contracts are equal to the cumulative deposits less any applicable charges plus
credited interest.

Reserves for universal life insurance contracts are equal to cumulative premiums less charges plus
credited interest which represents the account balances that accrue to the benefit of the policyholders.
Reserves for non-participating term life insurance contracts are computed on a basis of assumed investment
yield, mortality, morbidity and expenses, including a provision for adverse deviation, which generally varies by
plan, year of issue and policy duration. Investment yield is based on our experience. Mortality, morbidity and
withdrawal rate assumptions are based on our experience and are periodically reviewed against both industry
standards and experience.

Reserves for participating life insurance contracts are based on the net level premium reserve for death
and endowment policy benefits. This net level premium reserve is calculated based on dividend fund interest
rate and mortality rates guaranteed in calculating the cash surrender values described in the contract.

The amount of dividends to policyholders is approved annually by Principal Life’s board of directors. The
amount of dividends to be paid to policyholders is determined after consideration of several factors including
interest, mortality, morbidity and other expense experience for the year and judgment as to the appropriate
level of statutory surplus to be retained by Principal Life. At the end of the reporting period, Principal Life
establishes a dividend liability for the pro-rata portion of the dividends expected to be paid on or before the
next policy anniversary date.

Some of our policies and contracts require payment of fees in advance for services that will be rendered
over the estimated lives of the policies and contracts. These payments are established as unearned revenue
reserves upon receipt and included in other policyholder funds in the consolidated statements of financial
position. These unearned revenue reserves are amortized to operations over the estimated lives of these
policies and contracts in relation to the emergence of estimated gross profit margins.

The liability for unpaid accident and health claims is an estimate of the ultimate net cost of reported and
unreported losses not yet settled. This liability is estimated using actuarial analyses and case basis evaluations.
Although considerable variability is inherent in such estimates, we believe that the liability for unpaid claims
is adequate. These estimates are continually reviewed and, as adjustments to this liability become necessary,
such adjustments are reflected in current operations.

Reserves are the liabilities held on our books representing estimates of the amounts that will come due, at
some point in our future, to our contractholders. The methods of establishing reserves are dictated by the
FASB and NAIC, allowing for some degree of managerial judgment. As a basis for making management
decisions, we conduct studies of our experience: mortality, morbidity, investment and expense. We compare
our results to that of the industry to ensure actuarial credibility. Once this information is gathered, following
common industry practices, the reserves are set. Qur reserve levels are reviewed throughout the year using
internal analysis, the annual audit, and statutory asset adequacy analysis. To the extent experience indicates a
potential redundancy/deficiency, reserves would be released/increased.

Deferred policy acquisition cests. Commissions and other costs (underwriting, issuance and agency
expenses and first-year bonus interest) that vary with and are primarily related to the acquisition of new and
renewal insurance policies and investment contract business are capitalized to the extent recoverable.
Maintenance costs and acquisition costs that are not deferrable are charged to operations as incurred.

Deferred policy acquisition costs for universal life-type insurance contracts and participating life
insurance policies and investment contracts are being amortized over the lives of the policies and contracts in
relation to the emergence of estimated gross profit margins. This amortization is adjusted retrospectively when
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estimates of current or future gross profits and margins to be realized from a group of products and contracts
are revised. The deferred policy acquisition costs of non-participating term life insurance policies are being
amortized over the premium-paying period of the related policies using assumptions consistent with those used
in computing policyholder liabilities. '

Deferred policy acquisition costs are subject to recoverability testing at the time of policy issue and loss
recognition testing at the end of each accounting period. Deferred policy acquisition costs would be written off
to the extent that it is determined that future policy premiums and investment income or gross profit margins
would not be adequate to cover related losses and expenses.

The deferred policy acquisition cost asset is amortized in relation to the gross profits of the underlying
policies, over the expected lifetime of these policies. At issue, the pattern of expected gross profits is
established based on our expectation of future profit margins. These profit margins contain assumptions
relating to mortality, morbidity, investment yield and expenses. As actual experience emerges, the profit
margins may vary from those expected either in magnitude or timing. For our universal life and investment
contracts, we are required by accounting practice to reflect the actual gross profits of the underlying policies.
In addition, we are required to revise our assumptions regarding future experience as soon as the current
assumptions become no longer actuarially credible. Both actions, reflecting actual experience and changing
future estimates, can cause changes in the amount of the asset and the pattern of future amortization.

Mortgage Loan Servicing Rights

Mortgage loan servicing rights represent the cost of purchasing or originating the right to receive cash
flows from servicing mortgage loans. These costs are capitalized and amortized to operations over the
estimated remaining life of the underlying loans using the interest method and taking into account appropriate
prepayment assumptions. Capitalized mortgage loan servicing rights are periodically assessed for impairment,
which is recognized in the consolidated statements of operations during the period in which impairment occurs
by establishing a corresponding valuation allowance. For purposes of performing impairment evaluation, we
stratify the servicing portfolio on the basis of specified predominant risk characteristics, including loan type
and note rate. A valuation model is used to determine the fair value of each stratum. Cash flows are calculated
using an internal prepayment model and discounted at a spread to London Inter-Bank Offer Rates
(“LIBOR”). External valuations are obtained for comparison purposes.

We must exercise certain judgments and make estimates in the application of this policy. We have some
discretion in determining interest rate assumptions to use in its estimates, but we are guided by the benchmark
curve of LIBOR/Swap term structure, the volatility of interest rates derived from historical volatility in
LIBOR/Swap rates, and the addition of mortgage spread to the modeled 10-year swap rate to derive the
mortgage refinancing rate. ' '

We develop prepayment models internally by examining the historical prepayment experience of our
portfolio, given the historical interest rate environment. Servicing cost assumptions are derived from budgeted
costs, interest differential, and foreclosure losses based on historical evidence, and amortization based on
expected non-discounted cash flows. Servicing revenue assumptions are derived from historical experience and
include principal and interest float, escrow float, prepayment float, late charges collected, and ancillary
income. :

Ratings

Insurance companies are assigned financial strength ratings by rating agencies based upon factors relevant
to policyholders. Ratings provide both industry participants and insurance consumers meaningful information
on specific insurance companies. Higher ratings generally indicate financial stability and a stronger ability to
pay claims.
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Principal Life has been assigned the following ratings:

Rating Agency Financial Strength Rating Rating Structure

A.M. Best Company, Inc. A+ (“Superior”) with a stable Second highest of 16 rating
outlook levels

Fitch Ratings AA (“Very Strong”) with a Third highest of 24 rating
stable outlook . levels

Moody’s Investors Service Aa2 (“Excellent”) with a Third highest of 21 rating
stable outlook : levels

Standard & Poor’s Rating AA (“Very Strong”) with a Third highest of 21 rating

Services negative outlook levels

A.M. Best’s ratings for insurance companies range from “A++" to “S”. A.M. Best indicates that “A++"
and “A+" ratings are assigned to those companies that in A.M. Best’s opinion have achieved superior overall
performance when compared to the norms of the life insurance industry and have demonstrated a strong
ability to meet their policyholder and other contractual obligations. Fitch’s ratings for insurance companies
range from “AAA” to “D”. Fitch indicates that “AA” ratings are assigned to those companies that have
demonstrated financial strength and a very strong capacity to meet policyholder and contractholder obligations
on a timely basis. Moody’s ratings for insurance companies range from “Aaa” to “C”. Moody’s indicates that
“A (“Excellent”)” ratings are assigned to those companies that have demonstrated excellent financial
security. Standard & Poor’s ratings for insurance companies range from “AAA” to “R”. Standard & Poor’s
indicates that “AA” ratings are assigned to those companies that have demonstrated very strong financial
security. In evaluating a company’s financial and operating performance, these rating agencies review its
profitability, leverage and liquidity, as well as its book of business, the adequacy and soundness of its
reinsurance, the quality and estimated market value of its assets, the adequacy of its policy reserves and the
experience and competency of its management.

We believe that our strong ratings are an important factor in marketing our products to our distributors
and customers, since ratings information is broadly disseminated and generally used throughout the industry.
Our ratings reflect each rating agency’s opinion of our financial strength, operating performance and ability to
meet our obligations to policyholders and are not evaluations directed toward the protection of investors. Such
ratings are neither a rating of securities nor a recommendation to buy, hold or sell any security, including our
common stock.

Recent Developments

On February 1, 2002, we sold our remaining stake of 15.1 million shares in Coventry Health Care, Inc.
common stock and a warrant, exercisable for approximately 3.1 million shares of Coventry common stock.
Total estimated proceeds from the completion of this transaction are $325.2 million and we will recognize an
estimated realized capital gain of $183.1 million, $114.6 million net of tax, during the first quarter of 2002.

On February 11, 2002, Fitch Ratings announced that Principal Life Insurance Company’s financial
strength rating had been lowered from “AA+" to “AA”. The “AA” rating is considered to be “Very Strong”.
The outlook for the rating is “Stable”.

On February 26, 2002, the company’s board of directors authorized the repurchase of up to $450.0 million
of the company’s common stock. The repurchases will be made in the open market or through privately
negotiated transactions from time to time, depending upon market conditions. Also on that date, Principal Life
declared an ordinary dividend of $390.0 million payable to its parent on or about April 5, 2002.
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Results of Operations

The following table presents summary consolidated financial information for the years indicated:

For the year ended December 31,
2001 2000 1999
(in millions)

Income Statement Data:

Revenues: _
Premiums and other considerations . ..............v e $4,122.3 $3,996.4 $3,937.6
Fees and other revenues ............. ... ... ... . 1,814.7 1,576.3 1,287.3
Net investment iNCOME . .. ...\ vv et et 33945  3,172.3 30720
Net realized capital gains (losses) ..., (514.0) 139.9 404.5
Total TEVEIUES . ..\ttt et et e e e e 8,817.5 8,884.9 8,701.4
Expenses: ‘
Benefits, claims and settlement expenses ....................... .. 5,482.1 5,232.3 5,260.9
Dividends to policyholders ......... ... .. il [EETTTR 313.7 3127 304.6
Operating €XpenSes . ... .u .. vttr it ie e e 2,573.2 2,479.4 2,070.3
Total expenses .......... ... i, ST - 8,369.@ 8,024.4 = 7,635.8
Income before income taxes and cumulative effect of accounting change. . . 448.5 860.5 1,065.6
INCOME tAXES ..o oo eeen e aeeeennnss JE 79.6 240.3 323.5
Income before cumulative effect of accounting change.............. 369.5 620.2 742.1
Cumulative effect of accounting change, net of related income taxes . ... (10.7) — —
NeEt INCOME . . oottt ittt e e e e e $ 3588 $ 6202 § 742.1
Other Data:
Nt dNCOME . . vttt e e $ 3588 § 6202 § 7421
Less:
Net realized capital gains (losses), as adjusted .................... {321.9) 93.1 266.9
NOR-TECUITING TtMS .+« ottt ettt et et i e (3L.1)  (101.0) —
Operating €arnings.. . ... .o oottt e $ 710.9 $ 6281 $ 475.2

Year Ended December 31, 2001 Compared to Year Ended December 31, 2000

Premiums and other considerations increased $125.9 million, or 3%, to $4,122.3 million for the year
ended December 31, 2001, from $3,996.4 million for the year ended December 31, 2000. The increase
reflected a $240.9 million, or 46%, increase from the U.S. Asset Management and Accumulation segment,
primarily a result of an increase in premiums from single premium group annuities with life contingencies,
which are typically used to fund defined benefit pension plan terminations. The premium income we receive
from these contracts fluctuates due to the variability in the number and size of pension plan terminations in
the market, the interest rate environment and our ability to attract new sales. In addition, a $124.4 million, or
56%, increase from the International Asset Management and Accumulation segment primarily resulted from
the sale of a large group annuity contract with life contingencies in Mexico. The increases were partially offset
by a $239.4 million, or 7%, decrease from the Life and Health Insurance segment, related to our decision to
reinsure 100% of our group Medicare supplement insurance business effective July 1, 2000. Life and Health
Insurance segment premiums also decreased due to group medical premium rate increases in 2000, which led
to increased lapses and lower sales in 2001.

Fees and other revenues increased $238.4 million, or 15%, to $1,814.7 million for the yea:r ended
December 31, 2001, from $1,576.3 million for the year-ended December 31, 2000. The increase was primarily
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due to a $350.8 million, or 93%, increase from the Mortgage Banking segment primarily resulting from
mortgage loan production fee revenues, reflecting the increase in mortgage loan production volume. The
increase was also due to a $26.7 million, or 12%, increase from the Life and Health Insurance segment,
primarily related to an increase in group fee-for-service fee revenues, a result of growth in the business and fee
rate increases, and an increase in interest-sensitive life insurance fee revenues, a result of growth in that block
of business. The increases were partially offset by an $85.8 million, or 12%, decrease from the U.S. Asset
Management and Accumulation segment primarily related to a decrease in surrender charge and market value
adjustment revenues from pension products, primarily due to a declining interest rate environment and a
decrease in the recognition of front-end fee revenues, a result of changes in assumptions consistent with
unlocking of deferred policy acquisition costs in 2001. The increases were also partially offset by a $45.1
million, or 15%, decrease from the International Asset Management and Accumulation segment primarily as a
result of declining assets under management for the year ended December 31, 2001, and the weakening of the
Australian dollar versus the U.S. dollar.

Net investment income increased $222.2 million, or 7%, to $3,394.5 million for the year ended
December 31, 2001, from $3,172.3 million for the year ended December 31, 2000. The increase was primarily
a result of a $1,742.0 million, or 4%, increase in average invested assets and cash and also from an increase in
investment yields, primarily resulting from our investment policy during 2000 to reposition the investment
portfolio to maximize investment returns by selling lower yielding fixed income securities to allow for
reinvestment in higher yielding fixed income securities. The yield on average invested assets and cash was
7.7% for the vear ended December 31, 2001, compared to 7.5% for the year ended December 31, 2000.

Net realized capital gains (losses) decreased $653.9 million to $514.0 million of net realized capital
losses for the year ended December 31, 2001, from $139.9 million of net realized capital gains for the year
ended December 31, 2000. Realized capital losses of $137.7 million related to sales and impairments of our
investment in Enron and related entities. These entities are in the process of bankruptcy proceedings. We sold
our investment in United Payors and United Providers, and realized a capital gain of $90.6 million during the
year ended December 31, 2000. We realized a capital loss of $38.4 million on the sale of our operations in
Spain in 2001. We realized $22.0 million in losses in our international operations from the restructuring of
government bonds in Argentina and $6.7 million of realized losses in our U.S. operations related to Argentine-
based-bonds in 2001. The decrease also related to permanent impairments of other fixed maturity and equity
securities which were $152.6 million, during the year ended December 31, 2001.

Benefits, claims and settlement expenses increased $249.8 million, or 5%, to $5,482.1 million for the year
ended December 31, 2001, from $5,232.3 million for the year ended December 31, 2000. The increase was
primarily due to a $272.5 million, or 12%, increase from the U.S. Asset Management and Accumulation
segment, primarily reflecting the increase in reserves resulting from an increase in sales of single premium
group annuities with life contingencies. The increase was also due to a $145.3 million, or 55%, increase.from
the International Asset Management and Accumulation segment due to an increase in the change in reserves
and policy and contract benefit payments, primarily the result of the sale of a large group annuity contract with
life contingencies in Mexico. The increases were partially offset by a $168.4 million, or 6%, decrease from the
Life and Health Insurance segment, due to a reduction in group medical insurance business, improved group
medical insurance claim experience and our decision to reinsure 100% of our group Medicare supplement
insurance business effective July 1, 2000.

Dividends to policyholders increased $1.0 million to $313.7 million for the year ended December 31,
2001, from $312.7 million for the year ended December 31, 2000. The increase was attributable to a $2.1
million, or 46%, increase from the U.S. Asset Management and Accumulation segment, resulting from an
increase in dividends for our pension full-service accumulation products. The increase was offset by a $1.1
million decrease from the Life and Health Insurance segment due to a change in methodology of estimating
dividends. Additionally, the dividends in the Closed Block were reduced due to accumulated experience losses.

Operating expenses increased $93.8 million, or 4%, to $2,573.2 million for the year ended December 31,
2001, from $2,479.4 million for the year ended December 31, 2000. The increase was primarily due to a $269.6
million, or 95%, increase from the Mortgage Banking segment primarily resulting from an impairment of
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mortgage loan servicing rights and, to a lesser extent, due to growth in the mortgage loan servicing portfolio
and an increase in the mortgage loan production volume. The increase also reflected a $22.2 million, or 3%,
increase from the U.S. Asset Management and Accumulation segment, primarily reflecting an increase in
Principal Bank operating expenses related to growth in bank operations and an increase in Principal Capital
Management’s operating expenses related to increases in compensation and recruiting costs and depreciation
and securitization expenses. The increases were partially offset by an $89.1 million, or 53%, decrease from the
Corporate and Other segment, primarily related to a non-recurring loss contingency reserve established during
the year ended December 31, 2000, for sales practices litigation. The increases were also partially offset by a
$79.0 million, or 9%, decrease from the Life and Health Insurance segment due to our decision to reinsure
100% of our group Medicare supplement insurance business effective July 1, 2000. In addition, the increases
were partially offset by a $29.9 million, or 8%, decrease from the International Asset Management and
Accumulation segment, primarily as a result of the weakening of the Australian dollar versus the U.S. dollar.

Income taxes decreased $161.3 million, or 67%, to $79.0 million for the year ended December 31, 2001,
from $240.3 million for the year ended December 31, 2000. The effective income tax rate was 18% for the year
ended December 31, 2001, and 28% for the year ended December 31, 2000. The effective income tax rates for
the years ended December 31, 2001 and 2000, were lower than the corporate income tax rate of 35% primarity
due to income tax deductions allowed for corporate dividends received. Qur effective income tax rate was also
reduced in 2001 due to additional tax benefits related to excess tax over book capital losses realized from the
sales of our operations in Spain and Indonesia. The decrease in the effective tax rate to 18% in 2001 from 28%
in 2000 was primarily due to the decrease in net income before income taxes relative to our permanent tax
differences which did not decrease.

As a result of the foregoing factors and the inclusion of the cumulative effect of accounting change, net of
related income taxes, net income decreased $261.4 million, or 42%, to $358.8 million for the year ended
December 31, 2001, from $620.2 million for the year ended December 31, 2000. The cumulative effect of
accounting change was related to our implementation of SFAS 133.

For the year ended December 31, 2001, non-recurring items of $31.1 million, nét of tax, included (1) the
negative effects of: (a) expenses related to our demutualization ($18.6 million); (b) a cumulative effect of
change in accounting related to our implementation of SFAS 133 ($10.7 million); and (¢) an increase to our
loss contingency reserve for sales practices litigation ($5.9 million) and (2) the positive effect of investment
income generated from the proceeds of our IPO ($4.1 million). For the year ended December 31, 2000, non-
recurring items of $101.0 million, net of tax, included the negative effects of: (1) a loss contingency reserve
established for sales practices litigation ($93.8 million); and (2) expenses related to our demutualization
($7.2 million).

As a result of the foregoing factors and the exclusion of net realized capital gains (losses), as adjusted and
nonrecurring items, operating earnings increased $82.8 million, or 13%, to $710.9 million for the year ended
December 31, 2001, from $628.1 million for the year ended December 31, 2000. The increase resulted from a
$76.7 million increase from the Mortgage Banking segment, primarily due to an increase in mortgage loan
production volume. The increase was also due to a $38.9 million, or 24%, increase from the Life and Health
Insurance segment, primarily a result of individual disability insurance reserve strengthening during 2600, and
improved margins on individual life insurance business resulting from higher investment yields. The increases
were partially offset by a $29.6 million, or 44%, decrease from the Corporate and Other segment, primarily due
to a net recovery in 2000 of previously paid interest related to a successful tax audit appeal.

Year Ended December 31, 2000 Compared to Year Ended December 31, 1999

Premiums and other considerations increased $58.8 million, or 1%, to $3,996.4 million for the year ended
December 31, 2000, from $3,937.6 million for the year ended December 31, 1999. The increase reflected a
$59.9 million, or 2%, increase from the Life and Heath Insurance segment, primarily the result of increased
sales of group dental insurance products and an increase in group medical premiums, primarily attributable to
increased sales in 1999 and significant group medical premium rate increases. In addition, the increase was
due ‘to a $40.6 million, or 23%, increase from the International Asset Management and Accumulation
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segment, primarily related to sales of single premium annuities with life contingencies by new annuity
companies we established in Mexico in July 1999 and in Argentina in August 1999. The increases were
partially offset by a $41.3 million, or 7%, decrease from the U.S. Asset Management and Accumulation
segment, primarily related to a decrease in premiums from single premium group annuities with life
contingencies, which are typically used to fund defined benefit pension plan terminations. The premium
income we receive from these contracts fluctuates due to the variability in the number and size of defined
benefit pension plan terminations in the market and our ability to attract new sales.

Fees and other revenues increased $289.0 million, or 22%, to $1,576.3 million for the year ended
December 31, 2000, from $1,287.3 million for the year ended December 31, 1999. The increase was primarily
due to a $199.6 million increase from the International Asset Management and Accumulation segment,
primarily resulting from the inclusion of fees and other revenues contributed by BT Financial Group, which we
acquired in August 1999. The increase was also due to a $90.3 million, or 15%, increase from the U.S. Asset
Management and Accumulation segment, primarily attributable to an increase in administrative fee revenues,
reflecting an increase in the amortization of front-end fee revenues, a result of a change in our assumptions
related to amortization of deferred policy acquisition costs attributable to pension products. We also received
higher fee revenues related to surrender charges, which are fees charged to policyholders when they surrender
an annuity for its cash value. Fee revenues also increased due to fees from pension customer-directed
investment transfers, reflecting the higher interest rate environment and the resulting increased customer
account activity. Fee revenues for U.S. pension products and services also increased, reflecting increased assets
under management in 1999. The increase was also due to a $49.8 million, or 28%, increase from the Life and
Health Insurance segment, primarily related to growth in our interest-sensitive life insurance block of business
and increased fee revenues from our group fee-for-service business, primarily a result of an increase in
members and fees. The increases were partially offset by a $31.2 million decrease from the Corporate and
Other segment, which reflects a change in inter-segment eliminations included in this segment and the
termination of a reinsurance and participation agreement under which we received fee revenues in 1999, but
not in 2000. The increases were also partially offset by a $19.5 million, or 5%, decrease from the Mortgage
Banking segment, primarily due to a decrease in residential mortgage loan production revenues as a result of
the decrease in residential mortgage loan production volume during 2000.

Net investment income increased $100.3 million, or 3%, to $3,172.3 million for the year ended
December 31, 2000, from $3,072.0 million for the year ended December 31, 1999. The increase was primarily
due to an increase in investment yields due to higher interest rates on new investments. The yield on average
invested assets and cash was 7.5% in 2000, compared to 7.4% in 1999. The increase was also due to a
$934.8 million, or 2%, increase in average invested assets and cash.

Net realized capital gains decreased $264.6 million, or 65%, to $139.9 million for the year ended
December 31, 2000, from $404.5 million for the year ended December 31, 1999. The decrease was due in part
to a decrease in sales of invested assets, primarily equity securities, in 2000. In 1999, we sold a significant
portion of our equity securities portfolio to reduce exposure to common stock and to realize appreciation. We
also recognized an increase in net realized capital losses in 2000, compared to 1999, in our fixed income
securities portfolio, reflecting our investment philosophy to reposition the investment portfolio to maximize
investment returns by selling lower yielding fixed income securities to allow for reinvestment in higher yielding
fixed income securities. In 1999, we sold a portion of our investment in United Payors and United Providers, a
publicly traded service organization that acts as an intermediary between health care payors and health care
providers, realizing a capital gain of $27.6 million. In 2000, we sold our remaining investment and realized a
capital gain of $90.6 million.

Benefits, claims and settlement expenses decreased $28.6 million, or 1%, to $5,232.3 million for the year
ended December 31, 2000, from $5,260.9 million for the year ended December 31, 1999. The decrease was
primarily due to a $55.5 million, or 2%, decrease from the Life and Health Insurance segment, primarily
resulting from the release of group medical and group Medicare supplement claim reserves established in
1999. The claim reserves were established in 1999 as a result of poor claim experience during the first three
quarters of 1999 and an expectation that claims would continue to increase through the second quarter of
2000. Group Medicare supplement benefits, claims and settlement expenses also decreased as a result of our
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decision to cease new sales of group Medicare supplement insurance effective January 1, 2000, and our
decision to reinsure all existing business as of July 1, 2000. In addition, the decrease was related to a
$24.7 million, or 1%, decrease from the U.S. Asset Management and Accumulation segment primarily
resulting from a decrease in benefit payments and reserve changes reflecting the decrease in our block of
pension experience rated business and an increase in our guaranteed business. The decreases wére partially
offset by a $52.1 million, or 25%, increase from the International Asset Management and Accumulation
segment, primarily due to an increase in the change in reserves and policy and contract benefit payments,
primarily related to additional sales of annuity products with life contingencies in Mexico, Argentina and
Chile. ‘ '

Dividends to policyholders increased $8.1 million, or 3%, to $312.7 million for the year ended
December 31, 2000, from $304.6 million for the year ended December 31, 1999. The increase was primarily
attributable to a $12.5 million, or 4%, increase from the Life and Health Insurance segment due to increased
dividends on traditional individual life insurance products, a result of a maturing in-force block. The increase
was partially offset by a $4.4 million, or 49%, decrease in dividends from the U.S. Asset Management and
Accumulation segment, which reflected a decrease in our block of pension experience rated business.

Operating expenses increased $409.1 million, or 20%, to $2,479.4 million for the year ended Decem-
ber 31, 2000, from $2,070.3 million for the year ended December 31, 1999. The increase was primarily due to
a $160.2 million, or 76%, increase from the International Asset Management and Accumulation segment,
primarily resulting from the inclusion of BT Financial Group in our financial results effective August 1999,
including a $23.3 million increase amortization of goodwill and other intangibles. The increase also reflected a
$121.5 million, or 20%, increase from the U.S. Asset Management and Accumulation segment, primarily due
to a change in our assumptions related to amortization of deferred policy acquisition costs related to pension
products and also due to an increase in pension salary and incentive compensation costs and other pension
administrative expenses. In addition, the increase was due to a $116.0 million increase from the Corporate and
Other segment, primarily related to an increase in our non-recurring loss contingency reserve for sales
practices litigation and demutualization costs as well as additional interest costs related to private debt
securities and commercial paper issued in connection with our acquisition of BT Financial Group. The
increase was also due to a $39.5 million, or 5%, increase from the Life and Health Insurance segment,
primarily due to expenses related to our group Medicare supplement business and higher group medical -
commissions. The increases were partially offset by a $28.1 million, or 9%, decrease from the Mortgage
Banking segment, primarily a result of net gains we earned on hedges related to our servicing portfolio in 2000.

Income taxes decreased $83.2 million, or 26%, to $240.3 million for the year ended December 31, 2000,
from $323.5 million for the year ended December 31, 1999. The effective income tax rate was 28% for the year
ended December 31, 2000 and 30% for the year ended December 31, 1999. The effective income tax rates for
2000 and 1999 were lower than the corporate income tax rate of 35%, primarily due to income tax deductions
allowed for corporate dividends received.

As a result of the foregoing factors, net income decreased $121.9 million, or 16%, to $620.2 million for the
year ended December 31, 2000, from $742.1 million for the year ended December 31, 1999.

For the year ended December 31, 2000, non-recurring items of $101.0 million, net of tax, included the
negative effects of: (1) a loss contingency reserve established for sales practices litigation ($93.8 million); and
(2) expenses related to our demutualization ($7.2 million).

Operating earnings increased $152.9 million, or 32%, to $628.1 million for the year ended December 31,
2000, from $475.2 million for the year ended December 31, 1999. The increase resulted from a $71.6 million,
or 79%, increase from the Life and Health Insurance segment, primarily due to improved earnings from our
group medical business. The increase was also due to a $58.2 million increase from the Corporate and Other
segment, primarily due to improved investment yields and lower expenses due in part to a net recovery of
interest expense related to a successful tax audit appeal. In addition, the increase was due to a $29.9 million, or
78%, increase from the International Asset Management and Accumulation segment due to growth in our
international operations, due in part to BT Financial Group, which we acquired in August 1999. Operating
earnings from the U.S. Asset Management and Accumulation segment did not change as increases in
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revenues were offset by increases in expenses. These increases were partially offset by a $6.8 million, or 12%,
decrease from the Mortgage Banking segment, primarily due to a decrease in mortgage loan production
earnings, reflecting a decrease in production volume.

Results of Operations by Segment

We evaluate segment performance by segment operating earnings, which excludes the effect of net
realized capital gains and losses, as adjusted, and non-recurring events and transactions. Segment operating
earnings are determined by adjusting U.S. GAAP net income for net realized capital gains and losses, as
adjusted, and non-recurring items that we believe are not indicative of overall operating trends. While these
items may be significant components in understanding and assessing our consolidated financial performance,
we believe the presentation of segment operating earnings enhances the understanding of our results of
operations by highlighting earnings attributable to the normal, recurring operations of our businesses.
However, segment operating earnings are not a substitute for net income determined in accordance with U.S.
GAAP.
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The following table presents segment information as of or for the years ended December 31, 2001, 2000

and 1999:
As of or for year ended December 31,
2001 2000 1999
(in millions)
Operating revenues by segment:
U.S. Asset Management and Accumulation...................... $ 3,800.0 $ 35339 § 34726
International Asset Management and Accumulation............... 734.0 630.7 379.6
Life and Health Insurance ......... ..., 3,946.4 4,122.6 3,985.5
Mortgage Banking . . ... ..ottt e 757.4 359.8 398.3
Corporate and Other(1) ...... ... i 1006.8 97.1 61.9
Total operating revenues . . ...t 9,338.6 8,744.1 8,297.9
Net realized capital gains (losses), including recognition of front-end fee
revenues and certain market value adjustments to fee revenues. ... .. (527.4) 140.8 403.5
Non-recurring interest income(2) .................. e . 6.3 — —
Total consolidated revenues ........................... $ 88175 $ 88849 § 87014
Operating earnings (loss) by segment:
U.S. Asset Management and Accumulation. . .................... $§ 3538 § 3566 $§ 3566
International Asset Management and Accumulation............... (8.9) (8.5) (38.4)
Life and Health Insurance ............ ..ot innann.... 201.2 162.3 90.7
Mortgage Banking . ........ .. 126.7 50.0 56.8
Corporate and Other ... ... .. .. .. .. i 38.1 67.7 9.5
Total operating earnings . ...........c..veeerneeinnaen.. 710.9 628.1 - 475.2
Net realized capital gains (losses), as adjusted(3) ................ {321.0) 93.1 266.9
Non-recurring items(4) . ........... ... . (31.1) (101.0) —
U.S. GAAP Reported:
Net iNCOME . . o v vttt e e e $ 3588 § 6202 § 7421
U.S. GAAP reported net income (loss) by segment:
U.S. Asset Management and Accumulation. . .................... $ 1783 § 3207 § 3212
International Asset Management and Accumulation.......... e (38.1) (7.1) (30.7)
Life and Health Insurance ......... ... ... ... .. iiiiiiunenn ... 167.5 209.6 100.8
Mortgage Banking . ........ ... 126.7 50.0 56.8
Corporate and Other ... .. ... . . . i (75.6) 47.0 294.0
Total netincome ......... ... it $ 3588 $ 6202 § 7421
Total assets by segment: :
U.S. Asset Management and Accumulation(5) ................... $68,543.8 $65,7959  $65,096.4
International Asset Management and Accumulation............... 4,956.9 5,525.9 5,926.8
Life and Health INSUTANCE .. ... .ovvieeeeeee .. 10,7762  10,569.0  10,070.8
Mortgage Banking . ...t 2,718.8 1,556.3 1,737.7
Corporate and Other(6) ....... . it 1,354.8 957.8 1,121.5
Total @SSEES « v vttt et $88,350.5 $84,404.9  $83,953.2

(1) Includes inter-segment eliminations primarily related to internal investment management fee revenues,
commiission fee revenues paid to U.S. Asset Management and Accumulation agents for selling Life and
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(2)

(3)

(4)

(5)

(6)

Health Insurance segment insurance products, and real estate joint venture rental income. The Corporate
and Other segment reported rental income from real estate joint ventures for office space used by other
segments. »

For the year ended December 31, 2001, non-recurring interest income included the positive effect of
investment income generated from the proceeds of our 1PQ.
Net realized capital gains (losses), as adjusted, are net of tax, related changes in the amortization pattern
of deferred policy acquisition costs, recognition of front-end fee revenues for sales charges on pension
products and services and. certain market value adjustments to fee revenues.

For the year ended December 31,

2001 2000 1999
(in millions)
Net realized capital gains (Josses) ........... ... ... ..ovvii... $(514.0) $1399 § 4045
Certain market value adjustments to fee revenues .............. (14.9) — —
Recognition of front-end fee revenues ........................ 1.5 0.9 (1.0)
Net realized capital gains (losses), including recognition of
front-end fee revenues and certain market value adjustments
10 fBE TEVENUES .o\ttt ittt et e (527.4) 1408 403.5
Amortization of deferred policy acquisition costs related to net
realized capital gains (losses) ........ ..o, 18.6 (0.3) 4.4
Net realized capital gains (losses), including recognition of
front-end fee revenues and certain market value adjustments
to fee revenues, net of related amortization of deferred policy
ACQUISTHON COSES .o\ttt ettt et (508.8) 140.5 407.9
Income tax effect ...... ... ... .. . .. . . 187.8 (47.4) (141.0)
Net realized capital gains (losses), as adjusted............... $(321.8) $ 931 § 266.9

For the year ended December 31, 2001, non-recurring items of $31.1 million, net of tax, included (a) the
negative effects of: (i) expenses related to our demutualization ($18.6 million); (ii) a cumulative effect
of change in accounting principle related to our implementation of SFAS 133 ($10.7 million); and
(ili) an increase to our loss contingency reserve for sales practices litigation ($5.9 million) and (b) the
positive effect of investment income generated from the proceeds of our IPC ($4.1 million). For the year
ended December 31, 2000, non-recurring items of $101.0 million, net of tax, included the negative effects
of: (a) a loss contingency reserve established for sales practices litigation ($93.8 million) and
(b) expenses related to our demutualization ($7.2 million).

U.S. Asset Management and Accumulation assets increased $1.3 billion at December 31, 2001, primarily
due to shares of the Principal Financial Group stock allocated to a separate account, a result of our
demutualization. Activity of the separate account was reflected in both separate account assets and
separate account liabilities and did not impact our results of operations.

Includes inter-segment elimination amounts related to internally generated mortgage loans and an
internal line of credit. The U.S. Asset Management and Accumulation segment and Life and Health
Insurance segment reported mortgage loan assets issued for real estate joint ventures. These mortgage
loans were reported as liabilities in the Corporate and Other segment. In addition, the Corporate and
Other segment managed a revolving line of credit used by other segments.
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U.S. Asset Management and Accumulation Segmemnt

The following table presents certain summary financial data relating to the U.S. Asset Management and
Accumulation segment for the years indicated:
For the year ended December 31,
2001 2000 1999
(in millions)

Operating Earnings Data:
Operating revenues(1):

Premiums and other considerations . ........... ... ..o, $ 7663 § 5254 § 566.7
Fees and other revenues .......... .. i 633.1 704.6 616.2
Net investment INCOME . .. .. vttt et 2,400.6 2,303.9 2,289.7
Total operating revenues . .. ......vvureenrneennneeennnnn. 3,800.0 3,533.9 3,472.6
Expenses:
Benefits, claims and settlement expenses, including dividends to
policyholders . . ... ... . 2,589.8 2,315.2 2,344.3
Operating EXPOeNnSEs . ... ... eurrt ettt e 773.9 740.9 626.3
Total eXPenses .. .. ovtr it e 3,363.7 3,056.1 2,970.6
Pre-tax operating earnings. .. ... ..o i i i 436.3 477.8 502.0
INCOmME taXes . ..ot e e e 82.5 121.2 145.4
Operating arnings . . . ... oov vttt e . 353.8 356.6 356.6
Net realized capital losses, as adjusted ............................. (164.7) (35.9) (35.4)
Non-recurring items. ........ LSO (10.8) — —
U.S. GAAP Reported:

Nt INCOME . .ttt $ 1783 $ 3207 § 3212

(1) Excludes net realized capital losses and their impact on recognition of front-end fee revenues and certain
market value adjustments to fee revenues.

Year Ended December 31, 2001 Compared to Year Ended December 31, 2000

Premiums and other considerations increased $240.9 million, or 46%, to $766.3 million for the year ended
December 31, 2001, from $525.4 million for the year ended December 31, 2000. The increase primarily
resulted from a $236.5 million increase in premiums from single premium group annuities with life
contingencies, which are typically used to fund defined benefit pension plan terminations. Despite a less
attractive economic environment in late 2001, strong sales early in 2001 resulted in increased premiums for the
year. Sales were not as strong late in the year due to poor economic conditions. The premium income we
receive from these contracts fluctuates due to the variability in the number and size of pension plan
terminations in the market, the interest rate environment and our ability to attract new sales.

Fees and other revenues decreased $71.5 million, or 10%, to $633.1 million for the year ended
December 31, 2001, from $704.6 million for the year ended December 31, 2000. A decrease of $83.4 million
related to a decrease in surrender charge and market value adjustment revenues from pension products,
primarily due to the declining interest rate environment; a decrease in recognition of front-end fee revenues
due to changes in assumptions consistent with unlocking of deferred policy acquisition costs during 2001; and
a decrease in fee revenues due to generally poor performance in the equity markets, resulting in a lower asset
base in 2001. A decrease of $7.6 million resulted from intra-segment eliminations. In addition, a $7.4 million
decrease reflected lower commission fee revenues primarily from sales of variable products and third-party
mutual funds and lower mutual fund fee revenues from a decrease in mutual fund assets under management.
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The decreases were partially offset by an increase of $27.8 million from Principal Capital Management due to
commercial mortgage-backed securitizations.

Net investment income increased $96.7 million, or 4%, to $2,400.6 million for the year ended
December 31, 2001, from $2,303.9 million for the year ended December 31, 2000. The increase reflects a
$1,423.2 million, or 4%, increase in average invested assets and cash for the segment. The yield on average
invested assets and cash was 7.3% for the years ended December 31, 2001 and 2000.

Benefits, claims and settlement expenses, including dividends to policyholders, increased $274.6 million,
or 12%, to $2,589.8 million for the year ended December 31, 2001, from $2,315.2 million for the year ended
December 31, 2000. An increase of $272.4 million in our pension full-service payout business reflected the
increase in reserves resulting from an increase in sales of single premium group annuities with life
contingencies. An additional $67.1 million increase from our pension investment-only business related to an
increase in interest credited due to growth in our investment-only business. Partially offsetting the increases
was a $74.6 million decrease in our pension fuli-service accumulation business reflecting a decrease in interest
credited, primarily a result of a declining interest rate environment.

Operating expenses increased $33.0 million, or 4%, to $773.9 million for the year ended December 31,
2001, from $740.9 million for the year ended December 31, 2000. An increase of $36.8 million from Principal
Bank resulted primarily from growth in bank operations. Additionally, an increase of $30.2 million from
Principal Capital Management resulted primarily from an increase in compensation and recruiting costs due to
growth in operations, an increase in depreciation expense of capitalized system implementation costs, and an
increase in securitization expenses due to an increase in the number of securitization transactions closed in
2001. The increases were partially offset by an $18.8 million decrease from our pension business due to a
decrease in the amortization of deferred policy acquisition costs from unlocking to reflect changes in
assumptions for equity market performance. The pension expense decrease was partially offset by increases in
expenses for sales and marketing initiatives; write-off of the remaining goodwill for Trustar, our pension
administration only subsidiary; general growth in operations and amortization of software costs. The increase
in segment operating expenses was also partially offset by a $7.6 million decrease from intra-segment
eliminations. Also offsetting the increases was a $4.4 million decrease from our individual annuity business
reflecting decreases in non-deferrable expenses and amortization of deferred policy acquisition costs. The
amortization of deferred policy acquisition costs was lower in 2001 as the impact of unlocking the amortization
for actual experience was less in 2001 than in 2000.

Income taxes decreased $38.7 million, or 32%, to $82.5 million for the year ended December 31, 2001,
from $121.2 million for the year ended December 31, 2000. The effective income tax rate for this segment was
19% for the year ended December 31, 2001, and 25% for the year ended December 31, 2000. The effective
income tax rates for the years ended December 31, 2001 and 2000, were lower than the corporate income tax
rate of 35%, as a result of income tax deductions allowed for corporate dividends received, for which an
estimated benefit recognition rate increased during 2001 compared to 2000, and other tax-exempt income.

As a result of the foregoing factors, operating earnings decreased $2.8 million, or 1%, to $353.8 million for
the year ended December 31, 2001, from $356.6 million for the year ended December 31, 2000.

Net realized capital losses, as adjusted, increased $128.8 million to $164.7 million for the year ended
December 31, 2001, from $35.9 million for the year ended December 31, 2000. The increase includes realized
capital losses of $62.3 million related to sales and impairments of our investment in Enron and related entities.
These entities are in the process of bankrupicy proceedings. Other permanent impairments of certain fixed
maturity securities were $92.1 million during the year ended December 31, 2001. The increase also reflects the
current period impact of SFAS 133 for derivatives and fewer real estate sales in the year ended December 31,
2001, compared to the year ended December 31, 2000. The increases were partially offset by the positive
effects of a change in the mortgage loan valuation allowance, primarily refiecting the decrease in the amount
invested in commercial mortgage loans.

As a result of the foregoing factors and the inclusion of non-recurring items for the year ended
December 31, 2001, net income decreased $142.4 million, or 44%, to $178.3 million for the year ended
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December-31, 2001, from $320.7 million for the year ended December 31, 2000. Non-recurring items for the
year ended December 31, 2001, had a negative impact on net income of $10.8 million, net of tax, due to the
cumulative effect of accounting change, net of income taxes, related to our implementation of SFAS 133.

Year Ended December 31, 2000 Compared to Year Ended December 31, 1999

Premiums and other considerations decreased $41.3 million, or 7%, to $525.4 million for the year ended
December 31, 2000, from $566.7 million for the year ended December 31, 1999. The decrease was primarily
due to a $43.3 million decrease in premiums from single premium group annuities with life contingencies,
which are typically used to fund defined benefit pension plan terminations. The premium income we receive
from these contracts fluctuates due to the variability in the number and size of pension plan terminations in
the market and our ability to attract new sales. This decrease was partially offset by a $2.0 million increase
related to increased sales of our single premium individual annuities with life contingencies.

Fees and other revenues increased $88.4 million, or 14%, to $704.6 million for the year ended
December 31, 2000, from $616.2 million for the year ended December 31, 1999. The increase was primarily
related to a $74.2 million increase in administrative fee revenues for pension products and services. The
increase in administrative fee revenues reflected an increase in the amortization of front-end fee revenues, a
result of a change in our assumptions related to amortization of deferred policy acquisition costs attributable to
pension products. We also received higher fee revenues from surrender charges and pension customer-directed
investment transfers, reflecting the higher interest rate environment and increased customer account activity.
The increase in fee revenues was also due in part to growth in assets under management related to our pension
products in 1999. An increase of $13.0 million was primarily due to investment management fee revenues
from our mutual fund business and commission fee revenues related to sales of third-party mutual funds. An
increase of $5.6 million in individual annuity fees, primarily a result of growth in separate account assets
related to individual annuity products, also contributed to the segment increase. The increase in fees and other
revenues was partially offset by a $5.6 million decrease in fee revenues related to Principal Capital
Management, primarily a result of a decrease in proceeds related to commercial mortgage-backed securitiza-
tion transactions. '

Net investment income increased $14.2 million, or 1%, to $2,303.9 million for the year ended
December 31, 2000, from $2,289.7 million for the year ended December 31, 1999. The increase was primarily
due to a §1,561.6 million, or 5%, increase in average invested assets and cash for the segment. The yield on
average invested assets and cash was 7.3% for the year ended December 31, 2000, compared to 7.6% for the
year ended December 31, 1999, due to a decrease in interest credited on assets backing allocated capital. The
decrease in interest credited was partially offset by higher interest rates on fixed income investments backing
product liabilities.

Benefits, claims and settlement expenses, including dividends to policyholders, decreased $29.1 million,
or 1%, to $2,315.2 million for the year ended December 31, 2000, from $2,344.3 million for the year ended
December 31, 1999. A decrease of $26.7 million in benefits and reserve changes, and a $4.5 million decrease in
dividends to policyholders were both related to our full-service pension accumulation products, reflecting the
decrease in our block of pension experience rated business and an increase in our guaranteed business. An
additional $21.4 million decrease was attributable to decreased sales of single premium group annuities with
life contingencies. Partially offsetting these decreases was a $19.5 million increase related to our investment-
only business, primarily reflecting an increase in interest credited due to the growth in our investment-only
business. An additional $3.8 million increase was primarily related to an increase in interest credited on
individual fixed annuities and the fixed component of variable annuities, a result of higher interest crediting
rates during 2000. '

Operating expenses increased $114.6 million, or 18%, to $740.9 million for the year ended December 31,
2000, from $626.3 million for the year ended December 31, 1999. An increase of $57.3 million was primarily
due to a change in our assumptions related to amortization of deferred policy acquisition costs attributable to
pension products. An additional $28.7 million increase was primarily related to an increase in pension salary
and incentive compensation costs and other pension administrative costs. Operating expenses also increased
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$9.7 million for our mutual fund business, primarily the result of increased sales of third-party mutual funds
and also due to other mutual fund operating expenses. An $8.3 million increase in operating expenses related
to our individual annuity business was primarily due to an increase in amortization of deferred policy
acquisition costs. Additionally, a $6.5 million increase in operating expenses for Principal Capital Manage-
ment was primarily related to an increase in incentive compensation costs.

Income taxes decreased $24.2 million, or 17%, to $121.2 million for the year ended December 31, 2000,
from $145.4 million for the year ended December 31, 1999. The effective income tax rate for this segment was
25% for the year ended December 31, 2000, and 29% for the year ended December 31, 1999. The effective
income tax rates were lower than the corporate income tax rate of 35%, primarily due to income tax
deductions allowed for corporate dividends received and other tax-exempt income.

As a result of the foregoing factors, operating earnings were $356.6 million for the years ended
December 31, 2000 and 1999.

Net realized capital losses, as adjusted, increased to $35.9 million for the year ended December 31, 2000,
from $35.4 million for the year ended December 31, 1999. This segment recognized net realized capital losses
consistent with our change in investment philosophy, which increased portfolio activity. We repositioned the
investment portfolio to maximize operating investment returns by selling lower yielding fixed income securities
to allow for reinvestment in higher yielding fixed income securities. This repositioning of the portfolio
generated net realized capital losses.

As a result of the foregoing factors, net income decreased to $320.7 million for the year ended
December 31, 2000, from $321.2 million for the year ended December 31, 1999.

34




International Asset Management and Accumulation Segment

The following table presents certain summary financial data relating to the International Asset
Management and Accumulation segment for the years indicated:
For the year ended December 31,
2001 2000 1999
(in miflions)

Operating Earnings Data:
Operating revenues(1):

Premiums and other considerations .................... ... .. ..., o 83449 $220.5 $179.9
Fees and other revenues............ ..., e 260.1 305.2 105.6
Net Investment iNCOME . ...ttt et i, 129.0 105.0 94.1
Total operating revenues . ............uuviiinnennnennnnnnn. 734.0 630.7 379.6
Expenses:
Benefits, claims and settlement expenses . ..............0 ... ...... .. 407.5 262.2 210.1
Operating eXpenses . ... .....uer e irineenneenn... e 342.4 372.3 212.1
TOtal EXPEMSES - . ..ot e e, 499 6345 4222
Pre-tax operating loss . ....... .. ... .. i T, o (15.9) (3.8) (42.6)
Income taxes (benefits) .. ..........c. . e (7.0) 4.7 (4.2)
Operating loss .............. e e e (8.9) (8.5) (38.4)
Net realized capital gains (losses), as adjusted...................... . (29.2) 1.4 7.7

NOR-TECUTTING TLEMS . . . o\ttt ettt e et — _— —
U.S. GAAP Repeorted:
Netloss .....ocoveveii it e $(38.1) $ (7.1) $(30.7)

Other Data:
Operating earnings (loss):

Principal International ............. ... ... ..o, . $ 59  $(148) $(33.6)

BT Financial GroUP .. ......uuirtt e o (14.8) 6.3 (4.8)
Operating earnings (loss) before amortization of goodwill and other ‘

intangibles:

Principal International ... ... .. ... $ 14.3 $ (3.9 $(313)

BT Financial GroUp . .. ...ttt et ins 11.9 324 6.7

(1) Excludes net realized capital gains (losses) and their impact on recogmtlon of front-end fee revenues and
* certain market value adjustments to fee revenues.

Tam

Year Ended December. 31, 2001 Compared to Year Ended December 31, 2000

Premiums and other considerations increased $124.4 million, or 56%, to $344.9 million for the year ended
December 31, 2001, from $220.5 million for the year ended December 31, 2000. An increase of $166.4 million
in Mexico was the result of increased sales of single premium annuities with life contingencies, primarily
resulting from the sale of a large group annuity contract. The increase was partially offset by the loss of
$36.4 million of premiums and other considerations due to the February 2001 divestiture of our operations in
Spain.

Fees and other revenues decreased $45.1 million, or 15%, to $260.1 million for the year ended
December 31, 2001, from $305.2 million for the year ended December 31, 2000. A decrease of $61.7 million of
fee revenues contributed by BT Financial Group resulted from declining assets under management for the
year ended December 31, 2001, the weakening of the Australian dollar versus the U.S. dollar and divestiture
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of non-core businesses in 2001. The decrease was partially offset by a $16.6 million increase in Principal
International fee revenues, primarily a result of an increase in the number of retirement plan participants in
Mexico and deposits growth in Hong Kong resulting from sales to plans established under the new Mandatory
Provident Fund that started in December 2000. ‘

Net investment income increased $24.0 million, or 23%, to $129.0 million for the year ended
December 31, 2001, from $105.0 million for the year ended December 31, 2000. An increase of $36.1 million
from Principal International related to a 21% increase in average invested assets and cash and an increase in
investment yields. The yield on average invested assets and cash was 9.6% for the year ended December 31,
2001, compared to 8.0% for the year ended December 31, 2000. The increase in investment yields was partially
due to the impact of inflation on nominal yields in Chile, which was offset by a corresponding increase in
reserve changes. The increase in net investment income was partially offset by the $8.7 million loss of net
investment income resulting from the divestiture of our operations in Spain and a $2.7 million decrease related
to BT Financial Group.

Benefits, claims and settlement expenses increased $145.3 million, or 55%, to $407.5 million for the year
ended December 31, 2001, from $262.2 million for the year ended December 31, 2000. An increase in reserve
changes and policy and contract benefit payments of $171.6 million in Mexico was primarily the result of the
sale of a large group annuity contract with life contingencies. An increase of $15.1 million in Chile primarily
related to an increase in reserve changes to reflect the impact of inflation adjustments. The increases were
partially offset by the loss of $43.8 million of benefits, claims and settlement expenses resulting from the
divestiture of our operations in Spain.

Operating expenses decreased $29.9 million, or 8%, to $342.4 million for the year ended December 31,
2001, from $372.3 million for the year ended December 31, 2000. Operating expenses incurred by BT
Financial Group decreased $26.6 million, primarily resulting from the weakening of the Australian dollar
versus the U.S. dollar. In addition, staff restructuring efforts undertaken to reduce ongoing operating expenses
resulted in a 37% decrease of staff levels and a resulting decrease in salary and incentive costs. The decreases
were partially offset by an increase in costs associated with the restructuring efforts and an increase in
amortization of goodwill and other intangibles.

Income tax expense (benefits) decreased $11.7 million to a $7.0 million income tax benefit for the year
ended December 31, 2001, from $4.7 million of income tax expense for the year ended December 31, 2000. A
$16.7 million decrease was primarily due to a decrease in pre-tax operating earnings from BT Financial Group.
The decrease was offset by a $5.0 million increase primarily due to an increase in pre-tax operating earnings
from Principal International.

As a result of the foregoing factors, operating loss increased $0.4 million, or 5%, to $8.9 million for the
year ended December 31, 2001, from $8.5 million for the year ended December 31, 2000.

Net realized capital gains (losses), as adjusted, decreased $30.6 million to $29.2 million of net realized
capital losses for the year ended December 31, 2001, from $1.4 million of net realized capital gains for the year
ended December 31, 2000. The decrease was primarily due to a $21.0 million after-tax net realized capital loss
on the February 2001 sale of our operations in Spain. In addition, a $13.9 million decrease related to losses
resulting from the permanent impairment of certain fixed maturity securities in Argentina.

As a result of the foregoing factors, net loss increased $31.0 million to $38.1 million for the year ended
December 31, 2001, from $7.1 million for the year ended December 31, 2000.

Year Ended December 31, 2000 Compared to Year Ended December 31, 1999

Premiums and other considerations increased $40.6 million, or 23%, to $220.5 million for the year ended
December 31, 2000, from $179.9 million for the year ended December 31, 1999. Increases of $16.9 million in
Mexico, $16.7 million in Argentina and $5.9 million in Chile were primarily a result of increased sales of single
premium annuities with life contingencies. The increased sales in Mexico were primarily a result of sales by
Principal Pensiones, S.A. de C.V., an annuity company we established in July 1999. The increased sales in
Argentina primarily resulted from sales by an annuity company we established in August 1599.
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Fees and other revenues increased $199.6 million to $305.2 million for the year ended December 31,
2000, from $105.6 million for the year ended December 31, 1999. The increase was primarily related to a
$180.2 million increase resulting from the contribution of fee revenues by BT Financial Group, which we
acquired in August 1999. In addition, an $8.1 million increase was primarily due to lower fees and other
revenues recognized for the year ended December 31, 1999, related to El Roble in Chile. An additional
$6.5 million increase was primarily attributable to higher fee revenues. from administering retirement funds in
Mexico, due to the implementation of a more attractive pricing structure for our customers, which also
resulted in increased retention of existing accounts and an increased number of covered lives.

Net investment income increased $10.9 million, or 12%, to $105.0 million for the year ended
December 31,2000, from $94.1 million for the year ended December 31, 1999. An $11.3 million increase was
primarily attributable to an increase in average invested assets in Principal International. In addition, an
$11.2 million increase resulted from our equity method investment gains related to our pro rata share of net
income, excluding the effect of goodwill amortization, of BrasilPrev Previdencia Privada S.A., a pension
company in Brazil in which we acquired a minority interest in October 1999. The increases were partially
offset by an $8.7 million decrease related to the inclusion of BT Financial Group, primarily related to its
margin lending business. The margin lending business was securitized in late 1999, which resulted in a shift of
income generation from net investment income to fee revenues in 2000. The increases were also partially offset
by a $3.1 million equity method investment loss related to our pro rata share of net loss of ING/Principal
Pensions Co., Ltd., a pension company in Japan in which we acquired a minority interest in January 2000.

Benefits, claims and settlement expenses increased $52.1 million, or 25%, to $262.2 million for the year
ended December 31, 2000, from $210.1 million for the year ended December 31, 1999. The increase was
primarily due to an increase in reserve changes and policy and contract benefit payments of $18.5 million in
Mexico and $18.4 million in Argentina, the result of increased sales of single premium annuities with life
contingencies. In addition, a $13.4 million increase in reserve changes and policy and contract benefit
payments in Chile primarily resulted from the increased sales of annuity products and the implementation of a
new reserve calculation method to refine reserve calculations.

Operating expenses increased $160.2 million, or 76%, to $372.3 million for the year ended December 31,
2000, from $212.1 million for the year ended December 31, 1999. The increase was primarily due to a
$151.1 million increase resulting from the inclusion of operating expenses incurred by BT Financial Group,
including a $23.3 million increase in amortization of goodwill and other intangibles. The increase also included
$6.0 million of amortization of goodwill and present value of future profits related to BrasilPrev, which we
acquired in October 1999.

Income tax expense {benefits) increased $8.9 million to $4.7 million of income tax expense for the year
ended December 31, 2000, from a $4.2 million income tax benefit for the year ended December 31, 1999. The
increase was primarily due to $9.1 million of income tax expense related to an increase in pre-tax operating
earnings from BT Financial Group.

As a result of the foregoing factors, operating loss decreased $29.9 million, or 78%, to $8.5 million for the
year ended December 31, 2000, from $38.4 million for the year ended December 31, 1999.

Net realized capital gains, as adjusted, decreased $6.3 million, or 82%, to $1.4 million for the year ended
December 31, 2000, from $7.7 million for the year ended December 31, 1999. The decrease was primarily due
to a $4.7 million decrease in net realized capital gains in Principal International, resulting from repositioning
of investment portfolios to better match long-term liabilities and assets for the year ended December 31, 1999.
In addition, net realized capital gains, as adjusted, in 1999 included a $1.7 million gain on the sale of minority
interest in a capital management company, which was sold following the acquisition of BT Financial Group.

As a result of the foregoing factors, net loss decreased $23.6 million, or 77%, to $7.1 million for the year
ended December 31, 2000, from $30.7 million for the year ended December 31, 1999.
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Life and Health Insurance Segment

The following table presents certain summary financial data relating to the Life and Health Insurance
segment for the years indicated:
For the year ended December 31,

2001 2000 1999
_(in millions)

Operating Earnings Data:
Operating Revenues(1):

Premiums and other considerations .. .......... . ... CO$3,011.1  $3,250.5  $3,190.6
Fees and other TEVENUES . ... ...\ttt 256.7 '230.0 180.2
Net investment iNCOMEe . .. ....vuun et enn 678.6 642.1 614.7
Total OpErating TEVERUES . . ..ottt et e 3,946.4 4,122.6 3,985.5
Expenses: .
Benefits, claims and settlement expenses ........... . ... ..., 2,491.0 2,659.4 2,714.9
Dividends to policyholders ...... .. ... ... 307.0 308.1 295.6
Operating eXpenses . .. .. ..vutn ettt 842.7 913.6 872.0
Total eXpPemSes .o i vt e 3,640.7 3,881.1 3,882.5
Pre-tax operating €arnifi@s. ... ..o vuuu vttt 305.7 241.5 103.0
IncOmeE taXes ... it e 104.5 79.2 12.3
Operating earnings . ........coveevrerroen. e 201.2 162.3 90.7
Net realized capital gains (losses), as adjusted ...................... (33.8) 47.3 10.1
NOR-TECUITING THEIMIS. . . .ottt ettt 0.1 — —
U.S. GAAP Reported:
Net INCOMIE . . ottt e e e e e $ 1675 $ 2096 $ 100.8

(1) Excludes net realized capital gains (losses) and their impact on recognition of front-end fee revenues and
certain market value adjustmerits to fee revenues.

Year Ended December 31, 2001 Compared to Year Ended December 31, 2000

Premiums and other considerations decreased $239.4 million, or 7%, to $3,011.1 million for the year
ended December 31, 2001, from $3,250.5 million for the year ended December 31, 2000. Group Medicare
supplement insurance premiums decreased $98.4 million, resulting from our decision to reinsure 100% of this
business effective July 1, 2000. Group medical premium rate increases in 2000 led to increased lapses and
lower sales, which resulted in a $95.0 million decrease in premiums. Group life insurance premiums decreased
$55.8 million, primarily due to the loss of two large customers and, to a lesser extent, a result of declines in
sales during 2001 as we transitioned to a newly established dedicated non-medical sales force. Group life sales
also decreased as a result of pricing actions on our group medical business, as these products are often sold
together. Increases in group dental premiums of $11.3 million partially offset the declines in other products.
The increases were primarily due to a larger membership base early in the year due to an increase in sales in
2000 and also due to increases in dental premium rates.

Fees and other revenues increased $26.7 million, or 12%, to $256.7 million for the year ended
December 31, 2001, from $230.0 million for the year ended December 31, 2000. Fee revenues from our group
fee-for-service business increased $23.6 million, primarily due to growth in that business and, to a lesser
extent, increases in fee rates. Fee revenues from individual interest-sensitive life insurance products increased
$10.5 million, a result of continued growth in that business. The growth reflected a continued shift in customer
preference from individual traditional life insurance products to individual universal life and individual
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variable universal life insurance products. The increases were partially offset by a $6.8 million decrease in
individual traditional life insurance fee revenues, primarily related to classifying fees from reinsurance ceded
for traditional life insurance as operating expenses. The fees from reinsurance were previously reported as fee
revenues.

Net investment income increased $36.5 million, or 6%, to $678.6 million for the year ended December 31,
2001, from $642.1 million for the year ended December 31, 2000. The increase was primarily due to a
$265.1 million, or 3%, increase in average invested assets and cash for the segment. Net investment income
also increased due to an increase in average investment yields for the segment. The yield on average invested
assets and cash was 7.6% for the year ended December 31, 2001, compared to 7.4% for the year ended
December 31, 2000.

Benefits, claims and settlement expenses decreased $168.4 million, or 6%, to $2,491.0 million for the year
ended December 31, 2001, from $2,659.4 million for the year ended December 31, 2000. Group medical
insurance benefits, claims and settlement expenses decreased $61.1 million, due to a reduction in business and
to improved claim experience, partially offset by reserve releases during the year ended December 31, 2000.
Group Medicare supplement insurance benefits, claims.and settlement expenses decreased $59.3 million,
resulting from our decision to reinsure 100% of this business effective July 1, 2000. Group life insurance
benefits, claims and settlement expenses decreased $48.0 million due to the loss of two large customers and an
overall decline in business. Individual disability benefits, claims and settlement expenses decreased $29.8 mil-
lion, primarily a result of claim reserve strengthening during 2000.

Dividends to policyholders decreased $1.1 million to $307.0 million for the year ended December 31,
2001, from $308.1 million for the year ended December 31, 2000. The decrease was primarily a result of a
change in methodology of estimating dividends. Additionally, the dividends in the Closed Block were reduced
due to accumulated experience losses.

Operating expenses decreased $70.9 million, or 8%, to $842.7 million for the year ended December 31,
2001, from $913.6 million for the year ended December 31, 2000. Group life and health insurance operating
expenses decreased $57.5 million, primarily due to our decision to reinsure 100% of our group Medicare
supplement insurance business effective July 1, 2000, and due to expense management in response to an
overall decline in group life and health insurance business. Individual life and disability insurance operating
expenses decreased $13.4 million primarily due to a decrease in commission expense resulting from classifying
fees from reinsurance ceded for traditional life insurance as operating expenses. The fees from reinsurance
were previously reported as fee revenues. Operating expenses also decreased due to unlocking of individual
disability insurance deferred policy acquisition costs in 2000, a result of changes in profitability assumptions.
The decreases were partially offset by lower capitalization of deferred policy acquisition costs related to lower
sales of individual life insurance.

Income taxes increased $25.3 million, or 32%, to $104.5 million for the year ended December 31, 2001,
from $79.2 million for the year ended December 31, 2000. The effective income tax rate for the segment was
34% for the year ended December 31, 2001, and 33% for the year ended December 31, 2000. The cffective
income tax rate for the year ended December 31, 2001, was lower than the corporate income tax rate of 35%
primarily due to tax-exempt income. The effective income tax rate for the year ended December 31, 2000, was
lower than the corporate income tax rate of 35%, primarily due to tax-exempt income and a reduction in a tax
reserve as a result of a favorable IRS audit event. '

As a result of the foregoing factors, operating earnings increased $38.9 million, or 24%, to $201.2 million
for the year ended December 31, 2001, from $162.3 million for the year ended December 31, 2000.

Net realized capital gains (losses), as adjusted, decreased $81.1 million to $33.8 million of net realized
capital losses for the year ended December 31, 2001, from $47.3 million of net realized capital gains for the
year ended December 31, 2000. The decrease primarily related to the sale of our investment in United Payors
and United Providers. In 2000, we sold our remaining investment and realized an after-tax capital gain of
$58.9 million. To a lesser extent, the decrease was due to an increase in losses from permanent impairments of
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fixed maturity securities during.2001, including $16.6 million of net realized capital losses related to our
investment in Enron and related entities.

As a result of the foregoing factors and the inclusion of non-recurring items for the year ended
December 31, 2001, net income decreased $42.1 million, or 20%, to $167.5 million for the year ended
December 31, 2001, from $209.6 million for the year ended December 31, 2000. Non-recurring items for the
year ended December 31, 2001, had a positive impact on net income of $0.1 million, net of tax, due to the
cumulative effect of accounting change, net of income taxes, related to our implementation of SFAS 133.

Year Ended December 31, 2000 Compared to Year Ended December 31, 1999

Premiums and other considerations increased $59.9 million, or 2%, to $3,250.5 million for the year ended
December 31, 2000, from $3,190.6 million for the year ended December 31, 1999. Group dental insurance
premiums increased $72.3 million, primarily resulting from increased sales of group dental insurance products.
Group medical premiums increased $38.3 million, primarily related to an increase in the premium base due to
increased sales in late 1999, and significant group medical premium rate increases. Also contributing to the
increase was a $9.6 million increase in individual disability insurance premiums due to continued growth in
sales. Group disability insurance premiums increased $8.4 million due to an increase in long-term disability
covered members and an increase in short-term disability premium per member. These increases were
partially offset by a $66.2 million decrease in group Medicare supplement premium, resulting from our
decision to cease new sales of group Medicare supplement insurance in January 2000 and our decision to
reinsure 100% of this business effective July 1, 2000.

Fees and other revenues increased $49.8 million, or 28%, to $230.0 million for the year ended
December 31, 2000, from $180.2 million for the year ended December 31, 1999. Fee revenues from individual
interest-sensitive life insurance products increased $27.4 million, a result of growth in that block of business.
The growth reflects a continued shift in customer preference from individual traditional life insurance products
to individual universal life and individual variable life insurance products. Fee revenues from our group fee-
for-service business increased $20.3 million, primarily due to increases in members and fees.

Net investment income increased $27.4 million, or 4%, to $642.1 million for the year ended December 31,
2000, from $614.7 million for the year ended December 31, 1999. The increase was primarily due to a
$483.9 million, or 6%, increase in average invested assets and cash for the segment. The increase in net
investment income due to asset growth was partially offset by a decrease in average investment vields for the
segment. The yield on average invested assets and cash was 7.4% for the year ended December 31, 2000,
compared to 7.5% for the year ended December 31, 1999, due to a decrease in interest credited on assets
backing allocated capital. The decrease in interest credited was partially offset by higher interest rates on fixed
income investments backing product liabilities.

Benefits, claims and settlement expenses decreased $55.5 million, or 2%, to $2,659.4 million for the year
ended December 31, 2000, from $2,714.9 million for the year ended December 31, 1999. Group medical
insurance benefits claims and settlement expenses decreased $108.6 million, primarily resulting from the
release of claim reserves established in 1999. The claim reserves were established in 1999 as a result of poor
claim experience during the year and an expectation that claims would continue to increase through the
second quarter of 2000. This decrease was partially offset by an increase in claims due to rising medical costs.
Renefits, claims and settlement expenses also decreased $102.8 million for group Medicare supplement
insurance, as a result of our reinsuring this business effective July 1, 2000, improved claim experience during
the first half of the year and the release of reserves established in 1999, for the same reasons previously
described for our group medical business. These decreases were partially offset by a $56.1 million increase in
group dental benefits, claims and settlement expenses, primarily due to growth in that block of business.
Individual disability insurance claims and reserves increased $49.5 million, primarily due to less favorable
morbidity experience and related increases in reserves for claims and incurred but not reported claims.
Individual interest-sensitive life insurance benefits and claims increased $40.2 million, primarily due to an
increase in both interest credited and mortality costs, primarily resulting from growth in the block of business
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and reserve adjustments. Group disability claims and reserves increased $9.5 million, primarily a result of less
favorable morbidity experience and an increase in covered members.

Dividends to policyholders increased $12.5 million, or 4%, to $308.1 million for the year ended
December 31, 2000, from $295.6 million for the year ended December 31, 1999, The increase was due to
increased dividends on traditional individual life insurance products, a result of a maturing in-force block.

Operating expenses increased $41.6 million, or 5%, to $913.6 million for the year ended December 31,
2000, from $872.0 million for the year ended December 31, 1999. Group life and health insurance operating
expenses increased $26.0 million, primarily due to expenses related to our group Medicare supplement
business, and a write-down of goodwill related to group Medicare supplement insurance. Group life and health
insurance operating expenses also increased due to an increase in commissions, resulting from higher
commission scales, an increase in premium, and settlements with wholesale distributors related to discontin-
ued group health business. These increases were offset by a decrease in general expenses related to both our
group medical and group Medicare supplement insurance products. Individual life and disability insurance
operating expenses also increased $15.6 million, primarily due to an increase in amortization of deferred policy
acquisition costs related to individual disability insurance.

Income taxes increased $66.9 million to $79.2 million for the year ended December 31, 2000, from
$12.3 million for the year ended December 31, 1999. The effective income tax rate for this segment was 33%
for the year ended December 31, 2000 and 12% for the year ended December.31, 1999. The effective income
tax rate for 2000 was lower than the corporate income tax rate of 35% due to tax-exempt income. The effective
income tax rate for 1999 was lower than the corporate income tax rate of 35%, primarily resulting from
overestimated deferred taxes related to health insurance reserves in 1998, the effects of which were reversed in
1999 and also due to tax-exempt income.

As a result of the foregoing factors, operating earnings increased $71.6 million, or 79%, to $162.3 million
for the year ended December 31, 2000, from $90.7 million for the year ended December 31, 1999.

Net realized capital gains, as adjusted, increased $37.2 million to $47.3 million for the year ended
December 31, 2000, from $10.1 million for the year ended December 31, 1999. The increase was primarily due
to net realized capital gains, as adjusted, related to the sale of our investment in United Payors and United
Providers. We sold a portion of our investment in 1999, realizing an after-tax capital gain of $17.9 million. In
2000, we sold our remaining investment and realized an after-tax capital gain of $58.9 million. The increase in
capital gains was partially offset by a $2.3 million increase in net realized capital losses on sales of fixed
income securities, as a result of our investment portfolio repositioning strategy to sell lower yielding fixed
income securities to allow for reinvestment in higher yielding fixed income securities.

As a result of the foregoing factors, net income increased $108.8 million, or 108%, to $209.6 million for
the year ended December 31, 2000, from $100.8 million for the year ended December 31, 1999.
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Mortgage Banking Segment

The following table presents certain summary financial data relating to the Mortgage Banking segment
for the years indicated:

For the year ended December 31,

2001 2000 1999
(in miltions)
Operating Earnings Data:
Operating Revenues(1):
Loan ServiCing ... ..ottt e $403.8 $313.8 $286.5
Loan production . ...ttt e 354.4 46.0 111.8
Total Operating TEVEIUES . . ... ovt vt erne e, 757.4 359.8 398.3
Expenses:
0N SETVICINE « vttt e e s 407.3 215.3 241.3
Loan production ... ...... ...t e 145.0 67.4 69.5
Total exXpenses .. ... 552.3 282.7 310.8
Pre-tax operating earnings ............ e 205.1 77.1 87.5
INCOmME taXES . . oottt 78.4 27.1 30.7
Operating Carmigs . ...\ vv it tit it ittt ie e e 126.7 50.0 56.8
Net realized capital gains (losses), as adjusted. ............ ... ........ — — —
NON-TECUTTING TLEIMS . v o vttt e ettt e et e e e e e —_ — —
U.S. GAAP Reported:
NEt IMCOIMIE © .\ttt et e $126.7 $ 50.0 $ 56.8

(1) Excludes net realized capital gains (losses) and their impact on recognition of front-end fee revenues and
certain market value adjustments to fee revenues.

Year Ended December 31, 2001 Compared to Year Ended December 31, 2000

Total operating revenues increased $397.6 million to $757.4 million for the year ended December 31,
2001, from $359.8 million for the year ended December 31, 2000. A $308.4 million increase in mortgage loan
production revenues reflects the increase in mortgage loan production volume during the year ended
December 31, 2001. In addition, an increase of $89.2 million in mortgage loan servicing revenues reflects the
growth in the mortgage loan servicing portfolio. The decline in interest rates in 2001 resulted in mortgage loan
production of $37.8 billion for the year ended December 31, 2001, compared to $8.3 billion for the same
period a year ago. The average balance of the servicing portfolio was $65.8 billion for the year ended
December 31, 2001, compared to $52.6 billion for the same period a year ago.

Total expenses increased $269.6 million, or 95%, to $552.3 million for the year ended December 31, 2001,
from $282.7 million for the year ended December 31, 2000. A $192.0 million increase in mortgage loan
servicing expenses was primarily a result of an impairment of capitalized mortgage loan servicing rights and, to
a lesser extent, due to growth in the mortgage loan servicing portfolio. The impairment was partially offset by
an increase in net gains on servicing hedge activity recognized in the year ended December 31, 2001,
compared to the year ended December 31, 2000. Mortgage loan production expenses increased $77.6 million,
reflecting the increase in mortgage loan production volume.

Income taxes increased $51.3 million to $78.4 million for the year ended December 31, 2001, from
$27.1 million for the year ended December 31, 2000. The effective income tax rate for this segment was 38%
for the year ended December 31, 2001, and 35% for the year ended December 31, 2000. The effective income
tax rate for the year ended December 31, 2001, was higher that the corporate income tax rate of 35% due to
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the allocation of deferred state taxes, relating to both current and prior years, recorded in 2001. This allocation
will increase the effective income tax rate for this segment to 37% for future reporting periods.

As a result of the foregoing factors, operating earnings and net income increased $76.7 million to
$126.7 million for the year ended December 31, 2001, from $50.0 million for the year ended December 31,
2000.

Year Ended December 31, 2000 Compared to Year Ended December 31, 1999

Total operating revenues decreased $38.5 million, or 10%, to $359.8 million for the year ended
December 31, 2000, from $398.3 million for the year ended December 31, 1999. The decrease was primarily
due to a $65.8 million decrease in mortgage loan production revenues, reflecting the decrease in mortgage loan
production volume during 2000. The decrease in total revenues was partially offset by a $27.3 million increase
in mortgage loan servicing revenues, primarily due to growth in the average balance of the mortgage loan
servicing portfolio. Additionally, an increase in mortgage loan servicing fee revenues was the result of the sale
of mortgage loan servicing rights, representing approximately $1.0 billion from the mortgage loan servicing
portfolio, as part of our mortgage loan servicing strategy.

Total expenses decreased $28.1 million, or 9%, to $282.7 million for the year ended December 31, 2000,
from $310.8 million for the year ended December 31, 1999. The decrease was primarily due to a $26.0 million
decrease in expenses related to mortgage loan servicing, primarily a result of net gains we earned on hedges
related to our servicing portfolio in 2000. In the second quarter of 2000, we shifted our servicing hedge
portfolio from U.S. Treasury-related instruments to London Inter-Bank Offer Rate based hedges including
swaps and swaptions, which resulted in net gains of $10.2 million. The decrease was also due to a $2.1 million
decrease in mortgage loan production expenses related to the decrease in mortgage loan production volume
during 2000.

Income taxes decreased $3.6 million, or 12%, to $27.1 million for the year ended December 31, 2000,
from $30.7 million for the year ended December 31, 1999. The effective income tax rate for this segment was
35% for the years ended December 31, 2000 and 1999.

. As a result of the foregoing factors, operating earnings and net income decreased $6.8 million, or 12%, to
"$50.0 million for the year ended December 31, 2000, from $56.8 million for the year ended December 31,
1999. »
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Corporate and Other Segment

The following table presents certain summary financial data relating to the Corporate and Other segment
for the years indicated:
For the year ended December 31,
2001 2000 1999
(in millions)

Operating Earnings Data:
Operating Revenues(1):

Total Operating revVenues .. ........v.vurrinrerrennnnannins $100.8 $ 971 $ 61.9
Expenses: ‘ ‘

TOtAl EXPEMSES . o v e vttt et 43.3 14.4 54.1
Pre-tax operating €armings ... ..ottt i i 57.5 82.7 7.8
Income taxes (benefits) . ... ... . 19.4 15.0 (1.7)
Operating Carnings . ... .o ottt et e 38.1 67.7 9.5
Net realized capital gains (losses), as adjusted. ....................... (93.3) 80.3 284.5
NON-TECUITINE HEIMIS « .o\ ottt et (20.4) (101.0) —
U.S. GAAP Reported:
Net income (l08S) .. ..ot e e $(75.6) $§ 47.0 $294.0

(1) Excludes net realized capital gains (losses) and their impact on recognition of front-end fee revenues and
certain market value adjustments to fee revenues.

Year Ended December 31, 2001 Compared to Year Ended December 31, 2600

Total operating revenues increased $3.7 million, or 4%, to $100.8 million for the year ended December 31,
2001, from $97.1 million for the year ended December 31, 2000. Net investment income increased
$14.0 million, reflecting an increase in average invested assets and cash. In addition, inter-segment
eliminations included in this segment resulted in a $1.7 million increase, which was offset by a corresponding
change in total expenses. The increases were partially offset by an $11.2 million decrease in net investment
income due to a decrease in average investment yields for the segment.

Total expenses increased $28.9 million to $43.3 million for the year ended December 31, 2001, from
$14.4 million for the year ended December 31, 2000. Interest expense increased $32.3 million, primarily due to
a net recovery in 2000 of previously paid interest related to a successful tax audit appeal. An increase of
$6.8 million related to the write-off of a non-invested asset. Interest expense on short-term borrowings
increased $3.1 million. Inter-segment eliminations included in this segment resulted in a $1.7 million increase.
The increases were partially offset by a $9.3 million decrease of interest expense as a result of extinguishment
of commercial real estate debt on home office properties. In addition, interest expense on private debt
securities and commercial paper issued in connection with the acquisition of BT Financial Group decreased
$5.9 million, a result of the impact of the weakening of the Australian dollar versus the U.S. dollar and
repayment of the commercial paper.

Income tax expense increased $4.4 million, or 29%, to $19.4 million for the year ended December 31,
2001, from $15.0 million for the year ended December 31, 2000. The effective income tax rates for this
segment were 34% for the year ended December 31, 2001, and 18% for the year ended December 31, 2000.
The effective income tax rate for 2001 was lower than the corporate income tax rate of 35% primarily due to
tax-exempt income, which was partially offset by an increase in income tax reserves established for contested
IRS tax audit matters. The effective income tax rate for 2000 was lower than the corporate income tax rate of
35% primarily due to tax-exempt income, and, to a lesser extent, due to a decrease in income tax reserves
established for contested IRS tax audit matters.
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As a result of the foregoing factors, operating earnings decreased $29.6 million, or 44%, to $38.1 million
for the year ended December 31, 2001, from $67.7 million for the year ended December 31, 2000.

Net realized capital gains (losses), as adjusted, decreased $173.6 million to $93.3 million of net realized
capital losses for the year ended December 31, 2001, from $80.3 million of net realized capital gains for the
year ended December 31, 2000. The decrease was primarily due to an increase in net realized capital losses for
the year ended December 31, 2001, on-sales of equity securities and. real estate. The decrease included
$10.5 million of net realized capital losses related to our investment in Enron and related entities.

As a result of the foregoing factors and the inclusion of non-recuiring items, net loss increased
$122.6 million to a net loss of $75.6 million for the year ended December 31, 2001, from $47.0 million of net
income for the year ended December 31, 2000. For the year ended December 31, 2001, net income included
the effect of non-recurring items totaling $20.4 million, net of tax, related to: (1) the negative effects of
(a) expenses of our demutualization ($18.6 million) and (b) an increase in our loss contingency reserve for
sales practices litigation ($5.9 million) and (2) the positive effect of investment income generated from the
proceeds of our IPO ($4.1 million). For the year ended December 31, 2000, net income included the negative
effect of non-recurring items totaling $101.0 million, net of tax, related to: (1) a loss contingency reserve
established for sales practices litigation ($93.8 million) and (2) expenses of our demutualization
($7.2 million).

Year Ended December 31, 2000 Compared to Year Ended December 31, 1999

Total operating revenues increased $35.2 million, or 57%, to $97.1 million for the year ended
December 31, 2000, from $61.9 million for the year ended December 31, 1999. Net investment income
increased $71.0 million, as a result of improved investment yields for the segment. The increase was partially
offset by an $11.5 million decrease in net investment income, reflecting a reduction in average invested assets,
primarily due to the sale of invested assets in 1999 to partially fund the acquisition of BT Financial Group. The
increase in total revenues was also partially offset by a $9.0 million decrease related to a change in inter-
segment eliminations included in this segment, which was offset by a corresponding change in total expenses.
In addition, the increase was also partially offset by an $8.5 million decrease in fees and other revenues,
primarily related to the termination of a reinsurance and participation agreement under which we continued to
receive fee revenues in 1999, but not in 2000. Net investment income also decreased $5.0 million related to
our pro rata share of net loss of HealthExtras, Inc., a company in which we hold a minority interest.

Total expenses decreased $39.7 million, or 73%, to $14.4 million for the year ended December 31, 2000,
from $54.1 million for the year ended December 31, 1999. Interest expense related to IRS tax audit matters
decreased $40.8 million, primarily due to a net recovery of previously paid interest related to a successful tax
audit appeal. Expenses also decreased $33.2 million due to the cessation of interim service agreements with
Coventry at the end of 1999. A $9.0 million decrease in operating expenses was related to a change in inter-
segment climinations included in this segment. The decreases were partially offset by $31.2 million of
additional interest expense for the year ended December 31, 2000, on private debt securities and commercial
paper issued in connection with the acquisition of BT Financial Group in August 1999. In addition, a
$10.0 million increase was related primarily to corporate initiatives funded by this segment. .

Income tax expense (benefits) increased $16.7 million to $15.0 million of income tax expense for the year
ended December 31, 2000, from a $1.7 million income tax benefit for the year ended December 31, 1999. The
increase was primarily a result of an increase in pre-tax operating earnings, which included tax-exempt
income. The effective income tax rate for this segment was lower than the corporate income tax rate of 35%
for the years ended December 31, 2000 and 1999 because of tax-exempt income.

As a result of the foregoing factors, operating earnings increased $58.2 million to $67.7 million for the
year ended December 31, 2000, from $9.5 million for the year ended December 31, 1999.

Net realized capital gains, as adjusted, decreased $204.2 million, or 72%, to $80.3 million for the year
ended December 31, 2000, from $284.5 million for the year ended December 31,1999, The decrease was
primarily due to decreased sales of invested assets, primarily equity securities, for the year ended Decem-
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ber 31, 2000. We sold a significant portion of our equity securities portfolio in 1999 and 1998 to reduce our
exposure to common stock and to realize appreciation.

As a result of the foregoing factors and the inclusion of non-recurring items for the year ended
December 31, 2000, net income decreased $247.0 million, or 84%, to $47.0 million for the year ended
December 31, 2000, from $294.0 million for the year ended December 31, 1999. For the year ended
December 31, 2000, net income included the negative effect of non-recurring items totaling $101.0 million,
net of tax, related to: (1) a loss contingency reserve established for sales practices litigation ($93.8 million)
and (2) expenses of our demutualization ($7.2 million).

Liquidity and Capital Resources

Liquidity describes the ability of a company to generate sufficient cash flows to meet the cash
requirements of business operations. The primary source of our liquidity is dividends we receive from Principal
Life. We could also receive dividends from our other subsidiaries, including Princor Financial Services
Corporation, Principal Financial Services (Australia) Inc., Principal International de Chile, S.A. and PFG do
Brasil Ltda; however, given the historical cash flows of the operations and financial results of these
subsidiaries, it is unlikely we may rely upon them for significant cash flow in the next year. The payment of
dividends by Principal Life to us is limited by [owa laws. Under [owa laws, Principal Life may pay dividends
only from the earned surplus arising from its business and must receive the prior approval of the Insurance
Commissioner of the State of lowa (“the Commissioner”) to pay a stockholder dividend if such a stockholder
dividend would exceed certain statutory limitations. The current statutory limitation is the greater of:

o 10% of Principal Life’s policyholder surplus as of the previous year-end; or
o the net gain from operations from the previous calendar year.

Towa law gives the Commissioner discretion to disapprove requests for dividends in excess of these limits.
Based on this limitation and 2001 statutory results, Principal Life could pay approximately $640.3 million in
stockholder dividends in 2002 without exceeding the statutory limitation. Principal Life was able to pay
approximately $760.9 million in statutory dividends in 2001 based on its 2000 statutory financial results
without being subject to the restrictions on payment of extraordinary stockholder dividends.

Total stockholder dividends paid by Principal Life to its parent company in 2001 and 2000 were
$734.7 million and $3538.8 million, respectively. On February 26, 2002, Principal Life declared an ordinary
dividend of $390.0 million payable to its parent on or about April 5, 2002.

Another source of liquidity is issuance of our common stock. In 2001, net proceeds from our IPO totaled
$1,753.9 million, of which we retained $64.2 million for working capital, payment of dividends, and other
general corporate purposes. The remaining $1,689.7 million was contributed to Principal Life Insurance
Company principally to fund demutualization compensation to policyholders in the form of policy credits and
cash, and to cover certain expenses related to our demutualization. In addition, net proceeds from the issuance
of additional shares for the exercise of the over-allotment options granted to the underwriters in the IPO,
totaled $265.4 million, all of which we retained for repurchase of shares issued in the exercise of the over-
allotment options. The repurchase of these shares was approved by the board of directors. Through
December 31, 2001, we purchased the full amount of shares approved by the board.

In addition to the sources of cash flows previously mentioned, we have various sources of short-term
funding, consisting primarily of commercial paper and outstanding balances on revolving credit facilities with
various financial institutions. As of December 31, 2001, we have credit facilities with various financial
institutions in an aggregate amount of $1.4 billion. Committed lines of credit totaling $600.0 million, of which
there were no outstanding balances as of December 31, 2001, also support cash flow requirements. These lines
of credit are available to provide backup of the commercial paper programs. In addition, we have
$780.0 million in credit facilities to finance a commercial mortgage-backed securities pipeline (“CMBS”) and
$45.0 million of unused lines of credit for short-term debt used for general corporate purposes.
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Qur primary uses of liquidity could include payment of dividends on our common stock, interest
payments and any other payments related to debt servicing, payment of benefits, claims and settlement
expenses and dividends to policyholders, payment of general operating expenses, contributions to subsidiaries,
acquisitions and the repurchase of our common stock. Any such repurchases would occur after due
consideration and approval by our board of directors. On February 26, 2002, the company’s board of directors
authorized the repurchase of up to $450.0 million of the company’s common stock. The repurchase will be
made in the open market or through privately negotiated transactions from time to time, depending upon
market conditions.

Our fundamental business approach is to avoid guarantees or other commitments to or on behalf of
affiliated companies of Principal Financial Group, Inc. Affiliates are encouraged to operate as autonomously as
possible; however, there are instances where a rated entity within Principal Financial Group, Inc. provides a
guarantee to or on behalf of an affiliate. The guarantees typically supplement a partially secured transaction,
but require the additional enhancement provided by the guarantee to make the transaction more economical
for our organization.

Various businesses throughout our organization have a range of standard guarantees and commitments to
or on behalf of affiliated entities within the organization in connection with managing the risks of these
businesses. We continually manage liabilities that have any acceleration, additional collateral support, changes
in terms, or creation of additional financial obligations in our regular liquidity analysis. We have found all of
these obligations to be manageable and do not believe they materially impact our liquidity or capital resources.

Sources and Uses of Cash of Consolidated Operations

Net cash provided by operating activities was $3,944.8 million and $2,637.3 million for the years ended
December 31, 2001 and 2000, respectively. The increase in net cash provided was due, in part, to: (1) a
decrease in cash paid for operating expenses due to improved expense management and a decrease in
commissions, a result of our decision to reinsure 100% of our group Medicare supplement insurance business
effective July 1, 2000; (2) a decrease in cash paid for income taxes due to the change in pre-tax operating
earnings; and (3) a decrease in cash paid for benefits, claims, and settlement expenses. The following also
contributed to the increase: (1) an increase in fees and other revenues, reflecting the increase in mortgage loan
production volume; (2) an increase in net investment income due to an increase in average invested assets and
cash as well as investment yields; and (3) an increase in premiums and other considerations received primarily
due to an increase in premiums from single premium group annuities with life contingencies. Continuation of
the low interest rate environment and poor performance in the equity markets, could reduce customer demand
for pension, individual annuity, variablc investment or mutual fund products, resulting in reduced cash flows
from our subsidiaries’ operations. However, should interest rates rise, we may experience a decrease in cash
flows from residential mortgage loan production. ‘

Net cash used in investing activities was $3,698.4 million and $1,273.3 million for the years ended
December 31, 2001 and 2000, respectively. The decrease in cash from investing activities was primarily due to
a significant increase during 2001 in the volume of net mortgage loans purchased and sold. Also contributing
to the decrease in cash was an increase in net mortgage loan servicing rights purchased, also a result of
increased mortgage loan production volume in 2001 and an increase in net cash invested in available-for-sale
securities during 2001 compared to 2000.

Net cash used in financing activities was $549.2 million and $1,006.9 million for the years ended
December 31, 2001 and 2000, respectively. The decrease in net cash used in financing activities was primarily
due to the receipt of net proceeds from issuance of common stock in conjunction with our IPO and exercise of
the underwriters’ over-allotment options, and, to a lesser extent, due to net proceeds received from short-term
borrowings. Partially offsetting the decreases, were payments made to eligible policyholders as part of our
demutualization, the repurchase of shares of our common stock as approved by our board of directors, and, to
a lesser extent, the repayment of long-term debt in 2001 compared to the issuance of long-term debt in 2000.
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Given the historical cash flow of our subsidiaries and the financial results of these subsidiaries, we believe
the cash flow from our consolidated operating activities over the next year will provide sufficient liquidity for
our operations, as well as satisfy interest payments and any payments related to debt servicing.

Principal Life

Historically, the principal cash flow sources for Principal Life have been premiums from life and health
insurance products, pension and annuity deposits, asset management fee revenues, administrative services fee
revenues, income from investments, proceeds from the sales or maturity of investments, long-term debt and
short-term borrowings. Cash outflows consist primarily of payment of benefits to policyholders and benefi-
ciaries, income and other taxes, current operating expenses, payment of dividends to policyholders, payments
in connection with investments acquired, payments made to acquire subsidiaries, payment of dividends to
parent, and payments relating to policy and contract surrenders, withdrawals, policy loans, interest expense
and repayment of short-term borrowings and long-term debt.

Principal Life maintains investment strategies generally intended to provide adequate funds to pay
benefits without forced sales of investments. Products having liabilities with longer lives, such as life insurance
and full-service payout pension products, are matched with assets having similar estimated lives such as
mortgage loans, long-term bonds and private placement bonds. Shorter-term liabilities are matched with
investments such as short and medium-term fixed maturities. In addition, highly liquid, high quality short-
term U.S. Treasury securities and other liquid investment grade fixed maturities are held to fund anticipated
operating expenses, surrenders, withdrawals and development and maintenance expenses associated with new
products and technologies. See “Quantitative and Qualitative Disclosures about Market Risk — Interest Rate
Risk” for a discussion of duration matching. ‘

Our privately placed fixed maturity securities, commercial mortgage loans and real estate investments are
generally less liquid than our publicly traded fixed maturity securitics. As of December 31, 2001 and 2000,
these asset classes represented approximately 49% and 57%, respectively, of the value of our consolidated
invested assets.

Life insurance companies generally produce a positive cash flow from operations, as measured by the
amount by which cash inflows are adequate to meet benefit obligations to policyholders and normal operating
expenses as they are incurred. The remaining cash flow is generally used to increase the asset base to provide
funds to meet the need for future policy benefit payments and for writing and acquiring new business. It is
important to match the investment portfolio maturities to the cash flow demands of the type of annuity,
investment or insurance product being provided. Principal Life continuously monitors benefits, surrenders and
maturities to provide projections of future cash requirements. As part of this monitoring process, Principal Life
performs cash flow testing of many of its assets and liabilities under various scenarios to evaluate the adequacy
of reserves. In developing its investment strategy, Principal Life establishes a level of cash and securities
which, combined with expected net cash inflows from operations, maturities of fixed maturity investments and
principal payments on mortgage-backed securities and commercial mortgage loans, are believed adequate to
meet anticipated short-term and long-term benefit and expense payment obligations. There can be no
assurance that future experience regarding benefits and surrenders will be similar to historic experience since
withdrawal and surrender levels are influenced by such factors as the interest rate environment and the claims
paying ability and financial strength ratings of Principal Life.

Principal Life takes into account asset-liability management considerations in the product development
and design process. Contract terms of 96% and 97% of Principal Life’s interest-sensitive products as of
December 31, 2001 and 2000, respectively, include surrender and withdrawal provisions which mitigate the
risk of losses due to early withdrawals. These provisions generally do one or more of the following: limit the
amount of penalty-free withdrawals; limit the circumstances under which withdrawals are permitted; or assess
a surrender charge or market value adjustment relating to the underlying assets. The market value adjustment
feature in Principal Life’s fixed annuity products adjusts the surrender value of a contract in the event of
surrender prior to the end of the contract period to protect Principal Life against losses due to higher interest
rates at the time of surrender.
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Our guaranteed investment contracts and funding agreements contain provisions limiting early surren-
ders, including penalties for early surrenders and minimum notice requirements. Put provisions give customers
the option to terminate a contract prior to maturity, provided they give a minimum notice: period.

The following table presents U.S. GAAP reserves for guaranteed investment contracts and funding
agreements by withdrawal provisions as of December 31, 2001 and 2000: .
As of December 31,

2001 2000
(in millions)

Book Value Qut(1)

Puttable: .
Less than 30 days’ PUt. .. .....oouiuininer ettt $ - 3 —
3010 89 days’ PUL ..ot — 100.6
9010 180 days’ put ... R — 379.9
More than 180 days’ put........ e O 55.1 150.9
‘No active put provision(2) ........ e . — —
Total puttable . ............ D, e e .. . 55.1 631.4
Surrenderable: A ’ -
Book value out without surrender charge .................. e s 22.9 45.2
Book value out with surrender charge ........ T 1396.3 128.0
Total surrenderable .................. e e 419.2 173.2
Total book value Ut ... ... v e 474.3 804.6
Market Value Out(3) ' .
Less than .30 days’ notice ........ e e P . 26.9 42.9
30 10 89 days’ MOtICE .. .ottt e 281.9 .284.6
90 t0 180 days’ notice .........ovui i 1,133.6 992.6
More than 180 days’ notice ................. I [ 4,795.6 5,004.4
No active Surrender ProviSiOn . ... vvut et ittt et 238.5 297.9
Total market value out ......... . .. i e 6,476.5 6,622.4
Not puttable or surrenderable. . ... ... .. . e 11,502.1 10,521.3
Total GICs and funding agreements .............c..coouvun., e $i8,452.9 $17,948.3

(1) Book Value QOut: The amount equal to the sum of deposits less withdrawals with interest accrued at the
contractual interest rate. ‘

(2) Contracts currently in initial lock-out period but which will become puttable with 90 days’ notice at some
time in the future.

(3) Market Value Out: The amount equal to the book value out plus a market value adjustment to adjust for
changes in interest rates.

International Operations

BT Financial Group required infusions of capital of $1.7 million, $59.3 million and $1.6 million for the
years ended December 31, 2001, 2000 and 1999, respectively. The 2001 infusion was provided to further
develop our operations in the UK, the 2000 infusion was to service acquisition related debt funding expenses,
and the 1999 infusion represented initial capital amounts for Europe and Ireland. Primary sources of cash
inflows for BT Financial Group are fee revenues and interest spread earned on margin lending operations.
Cash outflows consist primarily of operating expenses.
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Principal International is in a development or entry stage in several countries. Historically, principal cash
flow sources for Principal International have been pension and annuity deposits, asset management fee
revenues, administrative services fee revenues, insurance premiums, income from investments, proceeds from
the sales or maturity of investments and short-term borrowings. Cash outflows consist primarily of payment of
benefits to policyholders and beneficiaries, income and other taxes, current operating expenses, payments in
connection with investments acquired, and payments relating to policy and contract surrenders, withdrawals,
policy loans, interest expense and repayment of short-term borrowings.

Principal International maintains investment strategies generally intended to provide adequate funds to
pay benefits without forced sales of investments. Highly liquid, high quality short-term government securities
and other liquid investment grade fixed maturities are held to fund anticipated operating cash outflows and
development and maintenance expenses associated with new products and technologies.

Principal International’s operating companies monitor benefits, surrenders and maturities to provide
projections of future cash requirements. There can be no assurance that future experience regarding benefits
and surrenders will be similar to historic experience since withdrawal and surrender levels are influenced by
factors such as the interest rate environment and local economic conditions in each country.

Qur Brazilian and Chilean operations produced positive cash flow from operations in 2001 and in 2000.
These cash flows have been historically maintained at the local country level for strategic expansion purposes.
QOur other international operations have required infusions of capital of $44.7 million, $75.8 million and
$126.8 million for the years ended December 31, 2001, 2000 and 1999, respectively, to meet the cash outflow
requirements of those operations or to fund acquisitions. These other operations are primarily in the start-up
stage or are expanding in the short term. Our capital funding of these operations is consistent with our long-
term strategy to establish viable companies that can sustain future growth from internally generated sources.

Contractual Obligations and Commercial Commitments

The following tables present payments due by period for contractual obligations as of December 31, 2001
and 2000: :
As of December 31, 2001

Contractual Obligations Total Less than 1 year  1-3 years  4-5 years  After S years
(in millions)
Long-term debt(1) ..................... $1,378.4 $165.1 $2888 $ 54 $ 919.1
Operating leases(2) .................... 2138 60.3 83.6 44.5 254
Non-recourse medium-term notes(3) ..... 3,298.4 160.2 496.1 470.2 2,171.¢
Total contractual cash obligations  $4,890.6 $385.6 $868.5  $520.1 $3,116.4
‘ As of December 31, 2000
Contractual Obligations i Total Less than 1 year 1-3 years  4-5 years  After 5 years
(in millions)
Long-term debt(1) ..................... $1,336.5 $118.9 $103.2 $205.2 $ 909.2
Operating leases{2) .................... 174.5 49.1 72.8 41.6 11.0
Non-recourse medium-term notes(3) ..... 2,475.3 164.3 476.6 424.9 1,409.5
Total contractual cash obligations  $3,986.3 $332.3 $652.6  $671.7 $2,329.7

(1) The following are included in long-term debt:

On August 25, 1999, Principal Financial Group (Australia) Holdings Pty Limited, our wholly-owned
indirect subsidiary, issued $665.0 million of unsecured redeemable long-term debt ($200.0 million of
7.95% notes due August 15, 2004, and $465.0 million in 8.2% notes due August 15, 2009). Interest on the
notes is payable semiannually on February 15 and August 15 of each year, commencing February 15,
2000. Principal Financial Group (Australia) Holdings Pty Limited used the net proceeds from the notes
to partially fund the purchase of the outstanding stock of several companies affiliated with Bankers Trust
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. Australia Group. On December 28, 2001, all of the long-term debt obligations of Principal Financial
Group (Australia) Holdings Pty Limited were assumed by its parent, PFSI.

On March 10, 1994, Principal Life issued $300.0 million of surplus notes, including $200.0' million due
March 1, 2024, at a 7.875% annual interest rate and the remaining $100.0 million due March 1, 2044, at
an 8% annual interest rate. No affiliates of ours hold any portion of the notes. Each payment of interest
and principal on the notes, however, may be made only with the prior approval of the Commissioner and
only to the extent that Principal Life has sufficient surplus earnings to make such payments. For each of
the years ended December 31, 2001, 2000 and 1999, interest of $23.8 million was approved by the
Commissioner, paid and charged to expense. .

The mortgages and other notes payable are financings for real estate developments. We have obtained
loans with various lenders to finance these developments. Qutstanding principal balances as of Decem-
ber 31, 2001, range from $0.1 million to $101.9 million per development with interest rates generally
ranging from 7.2% to 8.6%. Qutstanding principal balances as of December 31, 2000, range from
$0.5 million to $102.8 million per development with interest rates generally ranging from 6.9% to 8.6%.

(2) As a lessee, we lease office space, data processing equipment, corporate aircraft and office furniture and
equipment under various operating leases. ‘

(3) Non-recourse medium term notes represent claims for principal and interest under international funding
agreements issued to non-qualified institutional investors. These international funding agreements are
afforded equal priority to claims of life insurance and annuity policyholders under insolvency provisions of
Towa Insurance Laws and, accordingly, are reported as contractholder funds liabilities.

The corﬁponents of short-term debt as of December 31, 2001 and 2000, are as follows:
As of December 31,

2001 2000
(in millions)
Commercial PAPET . .. ..ottt e e $199.9 § 299
Other recourse short-term debt ...................... e : e L 22.0 16.6
Non-recourse short-term debt ... ... .. . . . e e .. 2897 413.0

Total short-term debt .. .. oo $511.6 $459.5

Short-term debt consists primarily of commercial paper and outstanding balances on revolving credit
facilities with various financial institutions. As of December 31, 2001, we had credit facilities with various
financial institutions in an aggregate amount of $1.4 billion. We may borrow up to $600.0 million on a back-
stop facility to support our $1.0 billion commercial paper program. In addition, as of December 31, 2001, we
have $780.0 million in credit facilities to finance a CMBS pipeline and $45.0 million of unused lines of credit
for short-term debt used for general corporate purposes. ‘

The weighted-average interest rates on short-term borrowings as of December 31, 2001 and 2000, were
2.30% and 7.17%, respectively.

Off-Balance Sheet Arrangements

We have entered into certain contracts to: 1) fund residential mortgage loan production, 2) sell qualifying
delinquent residential mortgage loans, and 3) securitize margin loans. As appropriate under U.S. GAAP, the
contracts involve special purpose entities '(“SPEs”) or trusts that are not reported on our consolidated
statement of financial position.

Residential Movtgage Loan Production. In June 2000, our mortgage banking segment created a special
purpose bankruptcy remote entity, Principal Residential Mortgage Capital Resources, LLC (“PRMCR”), to
provide an off-balance sheet source of funding for our residential mortgage loan production. We sell eligible
residential mortgage loans to PRMCR, where they are warehoused until sold to the final investor. We sold
approximately $38.0 billion and $5.3 billion in mortgage loans to PRMCR in 2001 and 2000, respectively. The
maximum amount of mortgage loans, which can be warehoused in PRMCR, has increased from $1.0 billion at
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inception to $4.0 billion as of December 31, 2001. PRMCR held $3.0 billion in mortgage loans held for sale as
of December 31, 2001. The portfolio of loans held for sale by PRMCR must meet portfolio criteria, eligibility
representations, and portfolio aging limitations. Based on these eligibility representations, we are required to
repurchase ineligible loans from PRMCR.

PRMCR is capitalized by equity certificates owned by third party investors not affiliated with us or our
affiliates, directors, or officers and thus, is not consolidated. The equity holders bear the risk of loss on
defaulted mortgages. At December 31, 2001, PRMCR had outstanding equity certificates of $193.0 million.
PRMCR also issues short-term secured liquidity notes as well as medium term notes to provide funds for its
purchase of mortgage loans from us. At December 31, 2001, PRMCR had outstanding secured liquidity notes
of $1.3 billion, three-year fixed term notes of $800.0 million and five-year variable term notes of $8OO 0 mil-
lion. All borrowings are collateralized by the assets of PRMCR.

We paid a commitment fee to PRMCR based on the overall warehouse limit. PRMCR used a portion of
the fee to fund a cash collateral account maintained at PRMCR. These funds are availabie as additional
collateral to cover credit related losses on defaulted loans. The balance in the account was $24.0 million at
December 31, 2001. Any remaining amounts in the cash collateral account will be returned to us upon the
termination of PRMCR. This right to the return of the cash collateral amount is reflected in other assets on
our consolidated statements of financial position.

We maintain a right to the servicing of the mortgage loans held by PRMCR and upon the sale of the
majority of the mortgage loans to the final investors. In addition, we perform certain secondary marketing,
accounting and various administrative functions on behalf of PRMCR. As servicer, we receive a monthly
servicing fee, and may receive an excess servicing fee if funds are available within PRMCR. Additionally, as
servicer we are required to advance to PRMCR those payments due from borrowers, but not received, as of
specified cut-off dates. We received $12.6 million and $2.2 million in servicing fees from PRMCR in 2001 and
2000, respectively.

In order to hedge interest rate risk and non-credit related market value risk associated with its inventory
of mortgage loans held for sale, PRMCR entered into swaps with counterparties not affiliated with us or
PRMCR. The swap counterparties are required to maintain certain minimum ratings as approved by the
rating agencies. Through separate swap agreements with the swap counterparties that mirror the original
swaps with PRMCR, the interest rate risk and non-credit related market value components are swapped back
to us.

Delinguent Residential Mortgage Loan Funding. In October 2000, our mortgage banking segment
created a wholly-owned, unconsolidated qualifying special purpose entity, Principal Residential Mortgage
Funding, LLC (“PRMF”), to provide an off-balance sheet source of funding for up to $250.0 million of
qualifying delinquent mortgage loans. The limit was increased to $357.0 million in December 2001. We sell
qualifying delinquent loans to PRMF which then transfers the loans to Principal Residential Mortgage EBO
Trust (“Trust”), an unaffiliated Delaware business trust. The Trust funds its acquisitions of mortgage loans by
selling participation certificates, representing an undivided interest in the Trust, to commercial paper conduit
purchasers, who are not affiliated with us or any of our affiliates, directors or officers. At December 31, 2001,
PRMF held $273.5 million in mortgage loans and had outstanding participation certificates of $256.9 million.

Mortgage loans typically remain in the Trust until they are processed through the foreclosure claim
process, are paid-off or reinstate. Loans that reinstate are no longer eligible to remain in the Trust and are
required to be removed by us at fair market value at the monthly settlement date following reinstatement.

We are retained as the servicer of the mortgage loans and also perform accounting and various
administrative functions on behalf of PRMF, in its capacity as.the managing member of PRMF. As the
servicer, we receive a servicing fee pursuant to the pooling and servicing agreement. We may also receive a
successful servicing fee only after all other conditions in the monthly cash flow distribution are met. At
December 31, 2001, our residual interest in such cash flows was $21.5 million and was recorded in other
investments on the consolidated statements of financial position. The value of the residual interest was based
on the net present value of expected cash flows from PRMF, as well as estimates of foreclosure losses
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associated with the related loans. We are required to advance funds for payment of interest on the
participation certificates and other carrying costs, if sufficient cash is not available in the collection account to
meet this obligation.

We and the Trust are parties to a cost of funds hedge agreement. We pay the weighted average cost of
funds on the participation certificates plus fees and expenses and receive the 1ndlcated swap bid rate, subject to
a cap.

Margin Loan Securitizations. We sell loans under a margin loan securitization program and retain
primary servicing responsibilities and subordinated interests. We receive servicing distributions approximating
0.3 percent of the outstanding balance and rights to future cash flows through an excess distribution from the
trust, representing the balance remaining after all interest and fees of the trust have been accounted for. Our
retained interests are subordinated to investors’ interests. Retained interests equate to 7% of the outstanding
loan balances, of which we earn a return of 2.0% over the Australian 30 day Bank Bill swap rate. The investors
and the securitization trusts have no recourse to our other assets for failure of debtors to pay when due. The
value of our retained interests is subject to market risk and all positions are primarily hedged. No gains or
losses on the transaction have been realized to date.

The fair values of the retained interests, $37.8 million at December 31, 2001, are based upon our relative
ownership percentage of the outstanding loan balances. At December 31, 2001, we utilized the present value
of expected future cash flows as a valuation technique to assess the sensitivity of the fair values of retained
interests. Key economic assumptions used in measuring the retained interests included interest margin, credit
losses, terminations and discount rates, and the resulting changes to the fair values were not significant.

Proceeds from advances on margin loans previously securitized were $86.4 mllhon and $16.1 million for
the years ended December 31, 2001 and 2000, respectively.

Investments

We had total consolidated assets as of December 31, 2001, of $88.4 billion, of which $44.8 billion were
invested assets. The rest of our total consolidated assets are comprised primarily of separate account assets for
which we do not bear investment risk. Because we generally do not bear any investment risk on assets held in
separate accounts, the discussion and financial information below does not include such assets. Of our invested
assets, $43.4 billion were held by our U.S. operations and the remaining $1.4 billion were held by our.
International Asset Management and Accumulation segment.

U.S Investment Operations

Our U.S. invested assets are managed by Principal Capital Management, a subsidiary of Principal Life.
Our primary investment objective is to maximize after-tax returns consistent with acceptable risk parameters.
We seek to protect policyholders’ benefits by optimizing the risk/return relationship on an ongoing basis,
through asset/liability matching, reducing the credit risk, avoiding high levels of investments that may be
redeemed by the issuer, maintaining sufficiently liquid investments and avoiding undue asset concentrations
through diversification. We are exposed to three primary sources of investment risk:

o credit risk, relating to the uncertainty associated with the continued ability of a given obligor to make
timely payments of principal and interest;

* interest rate risk, relating to the market price and/or cash flow variability associated with changes in
market yield curves; and

o equity risk, relating to adverse fluctuations in a particular common stock.

Our ability to manage credit risk is essential to our business and our profitability. We devote considerable
resources to the credit analysis of each new.investment. We manage credit risk through industry, issuer and
asset class diversification. Our Investment Committee, appointed by our board of directors, establishes all
investment policies -and reviews and approves all investments. As of December 31, 2001, there are ten
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members on the Investment Committee, two of whom are members of our board of directors. The remaining
eight members are senior management members representing various areas of our company.

Our Fixed Income Securities Committee, consisting of fixed income securities senior management
members, approves the credit rating for the fixed maturity securities we purchase. Teams of security analysts
organized by industry focus either on the public or private markets and analyze and monitor these investments.
In addition, we have teams who specialize in residential mortgage-backed securities, commercial mortgage-
backed securities and public below investment grade securities. We establish a credit reviewed list of approved
public issuers to provide an efficient way for our portfolic managers to purchase liquid bonds for which credit
review has already been completed. Issuers remain on the list for six months unless removed by our analyst.
Qur analysts monitor issuers on the list on a continuous basis with a formal review documented every six
months or more frequently if material events affect the issuer. The analysis includes both fundamental and
technical factors. The fundamental analysis encompasses both quantitative and qualitative analysis of the
issuer.

The qualitative analysis includes an assessment of both accounting and management aggressiveness. In
addition, technical indicators such as stock price volatility and credit default swap levels are monitored.

Our Fixed Income Securities Committee also reviews private transactions on a continuous basis to assess
the quality ratings of our privately placed investments. We regularly review our investments to determine
whether we should re-rate them, employing the following criteria:

» material declines in the issuer’s revenues or margins;

« significant management or organizational changes;

= significant uncertainty regarding the issuer’s industry;

= debt service coverage or cash flow ratios that fall below industry-specific thresholds;
» violation of financial covenants; and

» other business factors that relate to the issuer.

A dedicated risk management team is responsible for centralized monitoring of the commercial mortgage
portfolio. We apply a variety of strategies to minimize credit risk in our commercial mortgage loan portfolio.
When considering the origination of new commercial mortgage loans, we review the cash flow fundamentals of
the property, make a physical assessment of the underlying security, conduct a comprehensive market analysis
and compare against industry lending practices. We use a proprietary risk rating model to evaluate all new and
a majority of existing loans within the portfolio. The proprietary risk model is designed to stress projected cash
flows under simulated economic and market downturns. Our lending guidelines are designed to encourage 75%
or less loan-to-value ratios and a debt service coverage ratio of at least 1.2 times. We analyze investments
outside of these guidelines based on cash flow quality, tenancy and other factors. From 1998 through
December 31, 2001, the weighted average loan-to-value ratio at origination for brick and mortar commercial
mortgages in our portfolio was in the 65%-68% range and debt service coverage ratios at loan inception in the
1.6-1.7 times range.

We have limited exposure to equity risk in our common stock portfolio. Equity securities accounted for
only 2% of our U.S. invested assets as of December 31, 2001.

Our investment decisions and objectives are a function of the underlying risks and product profiles of each
primary business operation. In addition, we diversify our product portfolio offerings to include products that
contain features that will protect us against fluctuations in interest rates. Those features include adjustable
crediting rates, policy surrender charges and market value adjustments on liquidations. For further information
on our management of interest rate risk, see “Quantitative and Qualitative Disclosures about Market Risk”.
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Overail Composition of U.S. Invested Assets

U.S. invested assets as of December 31, 2001, were predominantly of high quality and broadly diversified
across asset class, individual credit, industry and geographic location. As shown in the following table, the
major categories of U.S. invested assets are fixed maturity securities and commercial mortgages. The
remainder is invested in real estate, equity securities and other assets. In addition, policy loans are included in
our invested assets. We combined our invested assets in the Closed Block with invested assets outside the
Closed Block in view of the similar asset-quality characteristics of the two portfolios. The following discussion
‘analyzes the composition of U.S. invested assets, which includes $4,169.1 million in invested assets of the
Closed Block as of December 31, 2001, but excludes invested assets of the participating separate accounts.

U.S. Invested Assets
As of December 31,

2001 2000
Carrying % of Carrying % of
Amount Total Amount Total

($ in millions)

Fixed maturity securities

PUBliC . . $18,227.6 42% $14,263.6 35%
Private ...... ... ... i D 10,800.2 25 11,611.4 28
"Equity securities, available-for-sale .................... ... ... 808.7 2 666.0 2
Mortgage loans _
Commercial e 9,740.4 22 10,775.3 26
Residential ... ... ... . .. i i e 1,144.2 3 550.5 1
Realestate held forsale........ ... ... .. .. . iiiiinnin. 390.7 1 695.4 2
Real estate held forinvestment . ........ .. ... ... 783.4 2 696.4 2
Policy loans ...... ... i 831.9 2 803.6 2
Other investments ............ e 6784 1 6812 2
Total invested assets ....... T $43,405.5 100% $40,743.4  100%
Cash and cash equivalents ............. ... ... iiviinnn. 455.8 750.1
Total invested assets and'cash ....................... $43,961.3 $41,493.5

We actively manage public fixed maturity securities, including our portfolio of residential mortgage-
backed securities, in order to provide liquidity and enhance yield and total return. Our residential mortgage-
backed securities are managed to ensure that the securities we hold trade close to or below par in order to
manage prepayment risk. This active management has resulted in the realization of capital gains and losses
with respect to such investments.

U.S. Investment Results

The yield on U.S. invested assets and on cash and cash equivalents, excluding net realized gains and
losses, was 7.6%, 7.5% and 7.4% for the years ended December 31, 2001, 2000 and 1999, respectively.
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The following table illustrates the yields on average assets for each of the components of our investment portfolio for
the years ended December 31, 2001, 2000 and 1999:

U.S. Invested Assets
Yields by Asset Type

As of or for the year ended December 31,

2001 2000 1999
Yield Amount Yield Amount Yield Amount
($ in millions)
Fixed maturity securities
Gross investment income(1) ... .ot 7.7% § 2,117.7 7.5% $ 1,813.3 74% $ 1,651.4
Net realized capital losses ...........coiiiiiiniiine.. (1.1} {316.2) (0.5) (129.6) (0.5) (104.3)
Total .. $ 1,807.5 $ 1,683.7 $ 1,547.1
Ending assets (at carrying value) .......... ..o, $29,027.8 $25,875.0 $22,584.3
Equity securities, available-for-sale
Gross investment income(l) ............ .. ... ... 37% $ 275 10.1% $& 721 44% $ 392
Net realized capital gains (losses) ........................... (9.6) (70.8) 11.2 80.3 432 381.4
Total .. e $ (43.3) $ 1524 $ 4206
Ending assets (at carrying value) ............. . ... ... $ 8087 $ 666.0 $§ 768.1
Mortgage loans — Commercial
Gross investment income(1) ........ .. it 78% $ 797.3 82% $ 9556 8.1% $ 1,005.8
Net realized capital gains (losses) ....................ccoun. " 61 10.7 0.1 8.6  (0.1) (8.4)
Total o 808.0 $ 9642 $§ 9974
Ending assets (at carrying value) .......... ... ... .. $ 9,740.4 $10,775.3 $12,588.9
Mortgage loans — Residential
Gross investment income(1) ... .., . it 81% $ 688 9.3% § 56.1 119% $§ 983
Net realized capital gains (losses) ......... ... viiiiunn... — —_ — — — —
Total . e $ 688 $ 56.1 $ 983
Ending assets (at carrying value) ................o i, $ 1,144.2 $ 53505 $ 6510
Real estate :
Gross investment income(1) ....... ... ... . i 13.83% $ 1776 95% $ 170.8 78% § 187.1
Net realized capital gains (losses) .............. ... ... ... (1.5) (19.8) 4.6 82.3 24 56.4
Total .. e $§ 1586 $ 2531 $ 2435
Ending assets (at carrying value) ................... .. . ... $ 1,174.1 $ 1,391.8 $ 2,201.2
Policy loans
Gross investment income(1) .. ... oo i 78% $ 575 7.0% $ 551 6.5% $ 502
Net realized capital gains (losses) ............ . .. ... . ... - — — — — —
Total ..o $ 575 $ 551 $ 502
Ending assets (at carrying value) ............. ... .. ... ... $ 8319 $ 8036 780.5
Cash and cash equivalents
Gross investment income(1l) ....... ... ... . o i, 45% $ 283 43% $§ 240 51% $§ 200
Net realized capital losses ......... ... o i — (0.1) (0.5) (2.7) — (0.1)
Total .o $§ 282 $ 213 $ 199
Ending assets (at carrying value) ........... ... . ... ....... 495.8 $ 7501 $ 3684
Other investments
Gross investment income (1) ... ... . i 13.8% $ 93.6 9.5% $ 57.0 92% $ 394
Net realized capital gains (losses) ...........cceiiuiiinnna.. (9.5) (64.6) 16.4 98.2 16.6 70.8
Total . $ 290 $ 1552 $ 1102
Ending assets (at carrying value) ............................ $ 6784 $ 6812 $ 514.0
Total before investment expenses
Gross investment income (1) ... .. i e 79% $ 3,368.3 7.8% $ 3,204.0 77% $ 3,091.4
Net realized capital gains (losses) .................civiin.n.. (1.1) (454.0) 0.3 137.1 1.0 395.8
Total .o e e e $ 2,914.3 $ 3,341.1 $ 3,487.2
TNVeSIMENt EXPENSES . ...\ v ettt ie et e 82% $ 1028 03% $ 1367 03% $ 1135
Net investment INCOME . . ..ottt ittt et ie et iniennes 7.6% $ 3,265.5 7.5% $ 3,067.3 74% $ 2,971.9

(1) Yields are based on annual average asset carrying values for the years ended December 31, 2001, 2000, and 1999.
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Fixed Maturity Securities

We have classified the majority of our fixed maturity securities as available-for-sale. Accordingly, we
mark such securities to market, with unrealized gains and losses excluded from earnings and reported. as a
separate component of other comprehensive income, net of deferred income taxes and an adjustment for the
effect on deferred policy acquisition costs that would have occurred had such gains and losses been realized.
We write’ down to fair value securities whose value is deemed other than temporarily impaired. We record
writedowns as realized losses included in earnings and adjust the cost basis of such securities to fair value. The
new cost basis is not changed for subsequent recoveries in value.

Fixed maturity securities consist of short-term investments, publicly traded debt securities, privately
placed debt securities and small amounts of redeemable preferred stock, and represented 67% of total U.S.
invested assets as of December 31, 2001, and 63% as of December 31,.2000. The fixed maturity securities
portfolio was comprised, based on carrying amount, of 63% in publicly traded fixed maturity securities and
37%.in privately placed fixed maturity securities as of December 31, 2001, and 55% in publicly traded fixed
maturity securities and 45% in privately placed fixed maturity securities as of December 31, 2000. Included in
the privately placed category as of December 31, 2001, were $3.5 billion of securities. eligible for resale to
qualified institutional buyers under Rule 144A under the Securities Act of 1933. Fixed maturity securities
were diversified by category of issuer as of December 31, 2001, and December 31, 2000, as shown in the
following table: ' :

U.S. Invested Assets
Fixed Maturity Securities by Type of Issuer
As of December 31,

2001 2000
Carrying % of Carrying % of
Amount Total Amount Total

($ in millions)

U.S. Treasury securities and obligations of U.S. Government

corporations and agencies . ... ... .. $ 158  —% $ 213 —%
States and political subdivisions .......... e 3175 1 295.7 1
Foreign governments. .. ..........o vttt 603.5 2 604.3 2
Corporate —public............ ... e 13,038.8 45 8,740.8 34
Corporate — Private ... ...........ouriieiieei . 9,171.1 32 9,796.6 . 38
Mortgage-backed securities and other asset-backed securities. . . .. 5881.8 20 6,4163 25

Total fixed maturities ............c.ov . $29,027.8  160% $25,875.0  100%

The international exposure in our U.S. invested assets totaled $3,877.4 million, or 13%, of total fixed
maturity securities, as of December 31, 2001, comprised of corporate and foreign government fixed maturity
securities. Of the $3,877.4 million as of December 31, 2001, investments totaled $1,177.6 million in the
United Kingdom, $653.8 million in the continental European Union, $511.0 million in Asia, $383.2 million in
South America, $336.8 million in Australia and $25.7 million in Japan. The remaining $789.3 million was
invested in 14 other countries. All international fixed maturity securities held by our U.S. operations are either
denominated in U.S. dollars or have been swapped into U.S. dollar equivalents. Our international investments
are analyzed internally by country and industry credit investment professionals. We control concentrations
using issuer and country level exposure benchmarks, which are based on the credit quality of the issuer and the
country. Our investment policy limits total international fixed maturity securities investments to 15% of total
statutory general account assets with a 4% limit in emerging markets. Exposure to Canada is not included in
our international exposure due to its treatment by the NAIC. As of December 31, 2001, our investments in
Canada totaled $852.1 million.

The Securities Valuation Office of the NAIC evaluates most of the fixed maturity securities that we and
other U.S. insurance companies hold. The Securities Valuation Office evaluates the bond investments of
insurers for regulatory reporting purposes and assigns securities to one of six investment categories. The NAIC
Designations closely mirror the nationally recognized securities rating organizations’ credit ratings for
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marketable bonds. NAIC Designations | and 2 include bonds considered investment grade by such rating
organizations. Bonds are considered investment grade when rated “Baa3” or higher by Moody’s, or “BBB—"
or higher by Standard & Poor’s. NAIC Designations 3 through 6 are referred to as below investment grade.
Bonds are considered below investment grade when rated “Bal” or lower by Moody’s, or “BB+" or lower by
Standard & Poor’s.

The following tables present our publicly traded, privately placed and total fixed maturity securities by
NAIC Designation and the equivalent ratings of the nationally recognized securities rating organizations as of
December 31, 2001, and December 31, 2000, as well as the percentage, based on estimated fair value, that
each designation comprises:

U.S. Invested Assets
Publicly Traded Fixed Maturity Securities by Credit Quality

As of December 31, 2001 As of December 31, 2000

% of % of

. Total Total
NAIC Amortized Carrying Carrying Amortized Carrying Carrying
Rating Rating Agency Equivalent Cost Amount Amount Cost Amount Amount

($ in millions)

1 Aaa/Aal/A ................... $ 9,955.3 $10,406.5 57% $ 9,029.4 $ 9,283.0 65%

2 Baa.......... i, 6,939.5 7,112.8 39 4,432.3 4,492.8 32

3 Ba.... 496.3 474.5 3 451.7 434.1 3

4 B 165.3 148.4 1 44 .4 21.9 —

S Caaandlower................ 284 26.5 — 27.7 27.3 —

6 Inorneardefault ............. 60.6 58.9 — 14.9 45 —

Total public fixed maturities ... $17,645.4 $18,227.6 100% $14,0004 $14,263.6 100%

U.S. Invested Assets
Privately Placed Fixed Maturity Securities by Credit Quality

As of December 31, 2001 As of December 31, 2000

% of % of

Total Total
NAIC Amortized Carrying Carrying Amertized Carrying Carrying
Rating Rating Agency Equivalent Cost Amount Amount Cost Amount Amount

($ in milliens)

1 Aaa/Aal/A .. ... ............... $ 4,184.6 $ 4,349.7 40% $ 5,1559 $5,213.9 45%

2 Baa......... ...l 4,780.5 4,921.8 46 4,749.2 4,822.0 42

3 Ba......... 1,105.7 1,085.9 10 1,151.3 1,126.5 10

4 B R 236.4 223.7 2 349.5 335.4 3

5 Caaandlower ................ 64.0 64.3 1 73.3 407 . —

6 Inorneardefault ............. 180.3 154.8 1 111.0 729 —

Total private fixed maturities. .. $10,551.5 $10,800.2 1060% $11,590.2 $11,611.4 100%
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U.S. Invested Assets
Total Fixed Maturity Securities by Credit Quality

As of December 31, 2001 As of December 31, 2000

% of % of

Total Total
NAIC Amortized Carrying Carrying Amortized Carrying Carrying
Rating Rating Agency Equivalent Cost Amount Amount Cost Amount Amount

(8 in millions)

1 Aaal/AalA . ... ... L $14,139.9 $14,756.2 51% $14,185.3 $14,496.9 56%

2 Baa ..... ... . 11,720.0  12,034.6 42 9,181.5 9,314.8 36

3 Ba........oo i 1,662.0 1,560.4 5 1,603.0 1,560.6 6

4 B .o 401.7 372.1 1 393.9 357.3 2

5 Caaandlower ............... 92.4 90.8 — 101.0 68.0 —

6  Inormneardefault ............ 240.9 2137 1 125.9 774 —
Total fixed maturities ....... $28,196.9 $29,027.8 100%  $25,590.6 $25,875.0 100%

|

We believe that our long-term fixed maturity securities portfolio is well diversified among industry types
and between publicly traded and privately placed securities. Each year we direct the majority of our net cash
inflows into investment grade fixed maturity securities. We typically invest up to 7% of general account cash
flow in below investment grade assets. While the general account investment returns have improved due to the
below investment grade asset class, we manage its growth strategically by limiting it to 10% of the total fixed
maturity securities portfolio.

We invest in privately placed fixed maturity securities to enhance the overall value of the portfolio,
increase diversification and obtain higher yields than are possible with comparable quality public market
securities. Generally, private placements provide broader access to management information, strengthened
negotiated protective covenants, call protection features and, where applicable, a higher level of collateral.
They are, however, generally not freely tradable because of restrictions imposed by federal and state securities
laws and illiquid trading markets. As of December 31, 2001, the percentage, based on estimated fair value, of
total publicly traded and privately placed fixed maturity securities that were investment grade with an NAIC
Designation 1 or 2 was 93%.

The following tables show the carrying amount of our corporate fixed maturity securities by industry
category, as well as the percentage of the total corporate portfolio that each industry category comprises as of
December 31, 2001, and December 31, 2000. The tables also show by industry category the relative amounts
of publicly traded and privately placed securities.

U.S. Invested Assets
Corporate Fixed Maturity Securities Portfolic by Industry as of December 31, 2081

Publicly Traded Privately Placed Total
Carrying % of Carrying % of Carrying % of
Amount Total Amount Total Amount Total

($ in millions)

Industry Class

Transportation and Public Utilities .......... - $5,119.9 39% $2,120.7 23% $ 7,240.6 33%
Finance, Insurance and Real Estate ......... 3,296.0 25 2,107.7 23 5,403.7 24
Manufacturing ........................... 2,765.9 21 24619 27 52278 23
Mining. .....ooit 891.5 7 865.0 9 1,756.5 8
Retail . . ... i 484.4 4 738.6 8 1,223.0 5
Services. ... oo 384.2 3 593.9 7 978.1 4
Public Administration ..................... 358 — 122.6 1 154.4 1
Construction . ......... e . L.8 — 112.5 1 114.3 1
Agriculture, Forestry and Fishing ........... 63.3 1 482 1 s 1
Total .. ..o $13,038.8 100% $9,171.1 100% $22,209.9 100%
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U.S. Invested Assets
Corporate Fixed Maturity Securities Portfolio by Industry as of December 31, 2000

Pubticly Traded Privately Placed Total
Carrying % of Carrying % of Carrying % of
Amount Total Amount Total Amount Total

($ in millions)

Industry Class

Transportation and Public Utilities ........... $3,197.1 37% $1,957.9 20% $ 5,155.0 28%
Finance, Insurance and Real Estate .......... 2,657.1 30 2,300.9 24 4,958.0 27
Manufacturing ......... ... i 1,678.9 19 2,845.9 29 4,524.8 24
Mining. ... 496.1 6 936.8 10 1,432.9 8
Retail ... .. o 295.2 3 795.9 8 1,091.1 6
ServiCeS . ..o e 351.5 4 686.3 7 1,037.8 5
Public Administration ...................... 20.3 — 111.4 1 131.7 1
Construction ............coit e nan.. 9.9 — 120.3 1 130.2 1
Agriculture, Forestry and Fishing ............ 347 1 412 = 59 =
Total ... e $8,740.8 100% $9,796.6  100% $18,537.4  100%

As of December 31, 2001, our largest unaffiliated single concentration of fixed maturity securities
consisted of $315.3 million of corporate bonds by Ford Motor Company and its affiliates. This represented
approximately 1% of our total U.S. invested assets as of December 31, 2001. No other individual non-
government issuer represented more than 1% of U.S. invested assets.

We held $5,881.8 million of mortgage-backed and asset-backed securities as of December 31, 2001, and
$6,416.3 million as of December 31, 2000. The following table presents the types of mortgage-backed
securities (“MBSs”), as well as other asset-backed securities, held for the years indicated:

U.S. Invested Assets
Mertgage and Asset-Backed Securities

Carrying Amount as of
December 31,

2000 2000
(in millions)
Residential pass-through securities ............ .. ... ... ... ... ... . . ... $2,855.5 $3,426.5
Commercial MBS ... 1,874.1 1,403.4
Asset-backed securities ......... ... e e e 1,i152.2 1,586.4
Total MBSs and asset-backed securities . ......... ... ... .. .. $5,881.8 $6,416.3

We believe that it is desirable to hold residential mortgage-backed securities due to their credit quality
and liquidity as well as portfolio diversification characteristics. Our portfolio is comprised of GNMA, FNMA
and FHEMC pass-through securities and is actively managed to ensure that the securities held are trading
close to or below par, in order to reduce risk of prepayments. As of December 31, 2001, we held no
collateralized mortgage obligations in our U.S. invested asset portfolio.

Commercial mortgage-backed securities provide high levels of credit protection, diversification, reduced
event risk and enhanced liquidity. Commercial mortgage-backed securities are predominantly comprised of
rated large pool securitizations that are individually and collectively diverse by property type, borrower and
geographic dispersion.

We purchase asset-backed securities, (“ABS”), to diversify the overall credit risks of the fixed maturity
securities portfolio and to provide attractive returns. The principal risks in holding asset-backed securities are
structural and credit risks. Structural risks include the security’s priority in the issuer’s capital structure, the
adequacy of and ability to realize proceeds from the collateral and the potential for prepayments. Credit risks
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involve issuer/servicer risk where collateral values can become impaired in the event of servicer credit
deterioration. '

Our ABS portfolio is diversified both by type of asset and by issuer. We actively monitor holdings of
asset-backed securities to ensure that the risk profile of each security improves or remains consistent. If we are
not receiving an adequate yield for the risk, relative to other investment opportunities, we will attempt to sell
the security. Prepayments in the ABS portfolio are, in general, insensitive to changes in interest rates or are
insulated to such changes by call protection features. In the event that we are subject to prepayment risk, we
monitor the factors that impact the level of prepayment and prepayment speed for those asset-backed
securities. To the extent we believe that prepayment risk increases, we may attempt to sell the security and
reinvest in another security that offers better yield relative to the risk. In addition, we diversify the risks of
asset-backed securities by holding a diverse class of securities, which limits our exposure to any one security.

U.S. Invested Assets
Asset-Backed Securities by Type

Carrying Amount as of
December 31,

2001 2000
(in millions)
Credit Cards .. ... i $ 131.2 $ 2200
Automobile receivables . ... .. e e 49,7 72.2
Collateralized debt obligations . ........... i 468.6 579.1
Leéase receivables ............ ... ...... S . 101.5 198.9
CONSUMET L0ANS .+« .o v e v et e e e e e e e e e 126.5 145.0
Other . . o e 2747 371.2
Total asset-backed SeCUIItIES. . . ... i i e e $1,152.2 $1,586.4

In accordance with our asset liability risk management techniques, we manage the expected lives of U.S.
invested assets to be similar to the lives of our liabilities. Significant amounts of our liabilities have an
expected life of six years or less. Therefore, comparable amounts of assets have a similar expected life. The
amortized cost and estimated fair value of fixed maturity securities, by contractual maturity dates, excluding
scheduled sinking funds, as of December 31, 2001, and December 31, 2000, as follows:

U.S. Invested Assets
Fixed Maturity Securities by Contractual Maturity Dates

As of December 31,

2001 2000
Amertized Carrying Amertized ~ Carrying
Cost Amount Cost Amount
(in millions)
Due in one year or 1ess .. .....vvruirvnnnnineenn. $ 13,3582 $ 1,367.3 §$ 1,0936 $ 1,083.8
Due after one year through five years ................ 10,484.3 10,815.0 9,691.0 9,687.7
Due after five years through ten years................ 5,535.6 5,722.0 5,058.0 5,135.6
Due after ten years .................... R 5,159.3 5,241.7 3,505.4 3,551.6
Subtotal ....... ... ... P 22,537.4 23,146.0 19,348.0 19,458.7
Mortgage-backed and other securities without a single

maturity date ........ ... ... L P 5,659.5 5,881.8 6,242.6 6,416.3
Total ........ P PR P $28,196.9  $29,027.8 $25,590.6  $25,875.0

- We monitor any decline in the credit quality of fixed maturity securities .through the designation of
“problem securities”, “potential problem securities” and “restructured securities”. We define problem
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securities in our fixed maturity portfolio as securities: (i) as to which principal and/or interest payments are in
default or (ii) issued by a company that went into bankruptcy subsequent to the acquisition of such securities.
We define potential problem securities in our fixed maturity portfolio as securities included on an internal
“watch list” for which management has concerns as to the ability of the issuer to comply with the present debt
payment terms and which may result in the security becoming a problem or being restructured. The decision
whether to classify a performing fixed maturity security as a potential problem involves significant subjective
judgments by our management as to the likely future industry conditions and developments with respect to the
issuer. We define restructured securities in our fixed maturity portfolio as securities where a concession has
been granted to the borrower related to the borrower’s financial difficulties that would not have otherwise been
considered. We determine that restructures should occur in those instances where greater economic value will
be realized under the new terms than through liquidation or other disposition and may involve a change in
contractual cash flows.

In December 2001, Enron Corp., along with certain of its subsidiaries, filed voluntary petitions for
Chapter 11 reorganization with the U.S. Bankruptcy Court. We recognized realized losses in 2001 for other
than temporary impairments and have classified our remaining investment in Enron Corp. and Enron related
entities of $45.5 million in our problem fixed maturity securities.

The following table presents the total carrying amount of our fixed maturity portfolio, as well as its
problem, potential problem and restructured fixed maturities for the years indicated:
U.S. Invested Assets

Problem, Potential Problem and Restructured Fixed Maturities at Carrying Amount

As of December 31,

2001 2000
($ in millions)
Total fixed maturity securities (public and private) .......................... $29,027.8 $25,875.0
Problem fixed maturity securities. . ...... ... ... $ 1988 § 79.0
Potential problem fixed maturity securities........... ... .o, 365.1 132.5
Restructured fixed maturity securities . . ... e 110.8 48.6

Total problem, potential problem and restructured fixed maturity securities .. $ 6747 $ 260.1

Total problem, potential problem and restructured fixed maturity securities as
a percent of total fixed maturity securities .......... ... ... ... 2% 1%

Equity Securities

Our equity securities consist primarily of investments in common stocks. We classify our investment in
common stocks as available for sale and report them at fair value. We report unrealized gains and losses on
common stocks as a separate component of other comprehensive income, net of deferred income taxes and an
adjustment for the effect on deferred acquisition costs that would have occurred if such gains and losses had
been realized.

Investments in equity securities, totaled $808.7 million and $666.0 million, which represented 2% of U.S.
invested assets as of December 31, 2001, and December 31, 2000, respectively. Investments in company-
sponsored funds totaled $463.3 million, or 57%, of our U.S. equity securities as of December 31, 2001. These
sponsored funds are intended to be marketed to our asset management clients. Of company-sponsored funds,
$313.6 million represented underlying investments in publicly-traded equities, $144.0 million represented
investments in publicly-traded fixed income securities and $5.7 million in balanced funds which represented
investments in both publicly-traded equities and fixed income securities as of December 31, 2001. The
remaining balance of equity securities is a mixture of public and private securities acquired for investment
purposes or which were acquired through equity participation features of below investment grade bonds or
through recoveries of defaulted securities.

62




Movtgage Loans

Mortgage loans comprised 25% of total U.S. invested assets as of December 31, 2001, and 27% as of
December 31, 2000. Mortgage loans consist of commercial and residential loans. Commercial mortgage loans
comprised $9,740.4 million as of December 31, 2001, and $10,775.3 million as of December 31, 2000, or 89%
and 95%, of total mortgage loan investments, respectively. Residential mortgages comprised $1,144.2 million
and $550.5 million, or 11% and 5%, of total mortgage loan investments as of December 31, 2001, and
December 31, 2000, respectively. Principal Residential Mortgage, Inc. and Principal Bank hold the majority of
residential loans. Principal Residential Mortgage, Inc. holds residential loans as part of its securitization
inventory and Principal Bank holds residential loans to comply with federal thrift charter requirements.

Commercial Mortgage Loans. Commercial mortgages play an important role in our investment
strategy by: ‘

s providing strong risk adjusted relative value in comparison to other investment alternatives;
« enhancing total returns; and
e providing strategic portfolio diversification.

As a result, we have focused on constructing a solid, high quality portfolio of mortgages. Our portfolio is
generally comprised of mortgages with conservative loan-to-value ratios, high debt service coverages and
general purpose property types with a strong credit tenancy. '

Our commercial loan portfolio consists of primarily non-recourse, fixed rate mortgages on fully or near
fully leased properties. The mortgage portfolio is comprised of general-purpose industrial properties, manufac-
turing office properties and credit oriented retail properties.

California accounted for 21% of our commercial mortgage loan portfolio as of December 31, 2001. We
are, therefore, exposed to potential losses resulting from the risk of catastrophes, such as earthquakes, that
may affect the region. Like other lenders, we generally do not require earthquake insurance for properties on
which we make commercial mortgage loans. With respect to California properties, however, we obtain an
engineering report specific to each property. The report assesses the building’s design specifications, whether it
has been upgraded to meet seismic building codes and the maximum loss that is likely to result from a variety
of different seismic events. We also obtain a report that assesses by building and geographic fault lines the
amount of loss our commercial mortgage loan portfolio might suffer under. a variety of seismic events.

The following is a summary of our commercial mortgage loans by property type and region as of
December 31, 2001, and December 31, 2000: o

U.S. Invested Assets
Commercial Mortgage Loan Distribution by Type
As of December 31,

2001 2000
Carrying % of Carrying % of
Amount Total Amount Total
($ in millions)
OFFICE .+ . oot et e e e $3,252.5  33% $ 32735  30%
Retail ... 3,106.5 32 3,612.7 34
Industrial ... ... . . 2,948.9 30 3,381.6 31
APArtMEntS . ... i it e 349.8 4 419.7 4
Mixed use/other ... ... i 111.8 1 130.2 1
Hotel..................... P 61.6 1 65.6 1
Valuation allowance .:............ .. i 56.7y (1) (108.0) (1)
Total .o $9,7404 100% $10,775.3  100%




U.S. Invested Assets
Commercial Mortgage Loan Distribution by Region
As of December 31,

2001 2000
Carrying % of Carrying % of
Amount Total Amount Total
($ in millions)
PacifiC . . o e e $2,421.3 25% $ 2,774.8 26%
South Atlantic . .. ... o i e 2,403.0 25 2,630.5 24
Middle Atlantic .. ..... ... i e 1,606.3 16 1,664.9 15
East North Central . ... ... ... . ... . i 930.1 10 1,006.2 9
West South Central ...... ... . .. .. . . i 769.0 8 886.4 8
MoOUNTAIN .« . e e e e e 637.7 7 600.2 6
West North Central .......... .. . .. 397.8 4 439.9 4
East South Central . ........ ... i i, 338.5 3 384.5 4
New England ... ... i 3274 3 495.9 S
Valuation allowance ......... ... . i, 0.7y @ (108.0) (1)
Total .. e $9,7404  100% $10,7753  100%

Qur commercial loan portfolio is highly diversified by borrower. As of December 31, 2001, 43% of the
U.S. commercial mortgage loan portfolio was comprised of mortgage loans with principal balances of less than
$10.0 million. The following table shows our U.S. commercial mortgage loan portfolio by loan size, for the
years indicated:

U.S. Invested Assets
Commercial Mortgage Loan Portfolio — By Loan Size

As of December 31, 2001 As of December 31, 2009
Number Principal % of Number Prineipat % of
of Loans Balance Total of Loamns Balance Total
. ($ in millions)
Under $5 million......................... 1,102 $2,306.7 23% 1,236 $ 2,553.5 24%
$5 million but less than $10 million ......... 275 1,925.5 20 304 2,116.5 19
$10 million but less than $20 million ........ 168 2,267.2 23 187 2,515.2 23
$20 million but less than $30 million ........ 59 1,418.6 14 63 1,495.3 14 ]
$30 million and over...................... 42 19250 20 48 2,2045 20 !
Total . ... 1,646 $9,835.0 130% 1,838 $10,885.0  100%

The total number of commercial mortgage loans outstanding as of December 31, 2001 and December 31,
2000 was 1,646 and 1,338, respectively. The average loan size of our commercial mortgage portfolio was
$6.0 million as of December 31, 2001. The largest loan on any single property at such dates aggregated
$100.0 million for December 31, 2001 and 2000, respectively, and represented 0.2% of U.S. invested assets on
these dates. Total mortgage loans to the 10 largest borrowers accounted in the aggregate for approximately
7.1% of the total carrying amount of the commercial mortgage loan portfolio as of December 31, 2001, and
7.0% as of December 31, 2000, and 2% of total U.S. invested assets as of December 31, 2001 and 2000,
respectively. As of such dates, all such loans were performing.
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The following table presents the disposition of maturities as of December 31, 2001, and December 31,

2000:
U.S. Invested Assets
Dispositions of Scheduled Maturities of Commercial Mortgage Loans
Amortized Cost as
of December 31,
2001 . 2000
. (in millions)
Paid as scheduled. ... ... e e $434.7  $395.0
Extended . . ... e e 138.1 174.8
Refinanced .. ... . . e e e 75.7 82.7
Foreclosed...................... 5.4 —
Expired maturities ..................... e e e e 10.6 59.1

Total ... PR PP e $664.5 $711.6

The amortized cost of commercial mortgage loans by contractual maturity dates, excluding scheduled
sinking funds as of December 31, 2001, and Dc:cemb_er 31, 2000, are as follows:

U.S. Invested Assets
Commercial Mortgage Loan Portfolio Maturity Profile
As of December 31,

2001 2000
Amortized % of Amortized % of
Cost Total Cost Total
($ in millions)
Dueinoneyearorless............oviiiniiiiiinnrnen... $ 7326 8% $ 67538 6%
Due after one year through five years. ......................... 3,180.8 3z 3,0334 28
Due after five years through tenyears ......................... 2,890.8 - 29 3,900.7 36
DUe After teN YEArS . .. . ...\ e 30269 31 3,2734 30

TOL .ot $9,831.1  100% $10,883.3  100%

We actively monitor and manage our commercial mortgage loan portfolio. Substantially all loans within
the portfolio are analyzed regularly, based on a proprietary risk rating cash flow model, in order to monitor the
financial quality of these assets and are internally rated. Based on ongoing monitoring, mortgage loans with a
likelihood of becoming delinquent are identified and placed on an internal “watch list”. Among criteria which
would indicate a potential problem are: imbalances in ratios of loan to value or contract rents. to debt service,
major tenant vacancies or bankruptcies, borrower sponsorship problems, late payments, delinquent taxes and
loan relief/restructuring requests.

We state commercial mortgage loans at their unpaid principal balances, net of discount accrual and
premium amortization, valuation allowances and writedowns for impairment. We provide a valuation
allowance for commercial mortgage loans based on past loan loss experience and for specific loans considered
to be impaired. Mortgage loans are considered impaired when, based on current information and events, it is
probable that all amounts due according to the contractual terms of the loan agreement may not be collected.
When we determine that a loan is impaired, we establish a valuation allowance for loss for the excess of the
carrying value of the mortgage loan over its estimated fair value. Estimated fair value is based on either the
present value of expected future cash flows discounted at the loan’s original effective interest rate, the loan’s
observable market price or the fair value of the collateral. We record increases in such valuation allowances as
realized investment losses and, accordingly, we reflect such losses in our consolidated results of operations.
Such increases (decreases) in valuation allowances aggregated $(17.3) million for the year ended Decem-
ber 31, 2001, and $(9.8) million for the year ended December 31, 2000.
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We review our mortgage loan portfolio and analyze the need for a valuation allowance for any loan which
is delinquent for 60 days or more, in process of foreclosure, restructured, on the “watch list”, or which
currently has a valuation allowance. We categorize loans which are delinquent, loans in process of foreclosure
and loans to borrowers in bankruptcy as “problem” loans. Potential problem loans are loans placed on an
internal “watch list” for which management has concerns as to the ability of the borrower to comply with the
present loan payment terms and which may result in the loan becoming a problem or being restructured. The
decision whether to classify a performing loan as a potential problem involves significant subjective judgments
by management as to the likely future economic conditions and developments with respect to the borrower.
We categorize loans for which the original terms of the mortgages have been modified or for which interest or
principal payments have been deferred as “restructured” loans. We also consider matured loans that are
refinanced at below market rates as restructured.

We charge mortgage loans deemed to be uncollectible against the allowance for losses and credit
subsequent recoveries to the allowance for losses. We maintain the allowance for losses at a level management
believes to be adequate to absorb estimated probable credit losses. Management bases its periodic evaluation
of the adequacy of the allowance for losses on our past loan loss experience, known and inherent risks in the
portfolio, adverse situations that may affect the borrower’s ability to repay, the estimated value of the
underlying collateral, composition of the loan portfolio, current economic conditions and other relevant
factors. The evaluation is inherently subjective as it requires estimating the amounts and timing of future cash
flows expected to be received on impaired loans that may change.

The following table represents our commercial mortgage valuation allowance for the years indicated:
U.S. Invested Assets

Commercial Mortgage Valuation Allowance
As of December 31,

2601 2000

(8 in millions)
Beginning balance .......... o $108.6 $117.8
ProvISIOn .. ... e L. 12.0 3.0
Release due to writedowns, sales and foreclosures. ...... .. ..ot nnen.. (25.3) (12.8)
Ending balance . ... ...ttt $ 967 $108.0
Valuation allowance as % of carrying value before reserves ...................... ... 1% 1%

The following table presents the carrying amounts of problem, potential problem and restructured
commercial mortgages relative to the carrying amount of all commercial mortgages for the years indicated:

U.S. Invested Assets
Problem, Potential Problem and Restructured Commercial Mortgages at Carrying Amount
As of December 31, '

2001 2000
($ in mitlions)

Total commercial MOrtgages. . ... ..ottt it e e e $9,740.4  $10,775.3
Problem commercial mortgages(1) .. ...vvtviii i $ 471 § 8.9
Potential problem commercial mortgages ............ci i 98.9 58.9
Restructured commercial MOTtgages . ... ..ot ettt it 42.4 92.6

Total problem, potential problem and restructured commercial mortgages. . ... $ i884 § 1604

Total problem, potential problem and restructured commercial mortgages asa

percent of total commercial mortgages .. ...... ... i 2% 1%

(1) Problem commercial mortgages included mortgage loans in foreclosure of $6.0 million as of Decem-
ber 31, 2000. There were no mortgage loans in foreclosure as of December 31, 2001,
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Equity Real Estate

We hold commercial equity real estate as part of our investment portfolio. As of December 31, 2001, and
December 31, 2000, the carrying amount of equity real estate investment was $1,174.1 million and
$1,391.8 million, or 3% and 4% of U.S. invested assets, respectively. We own real estate, real estate acquired
upon foreclosure of commercial mortgage loans and interests, both majority owned and non-majority owned,
in real estate joint ventures. We continue to focus on a long-term strategy of reducing our real estate equity
portfolio. :

Equity real estate is categorized as either “real estate held for investment” or “real estate held for sale”.
Real estate held for investment totaled $783.4 million as of December 31, 2001, and $696.4 million as of
December 31, 2000. The carrying value of real estate held for investment is generally adjusted for impairment
whenever events or changes in circumstances indicate that the carrying amount of the asset may not be
recoverable. Such impairment adjustments are recorded as realized investment losses and accordingly, are
reflected in our consolidated results of operations. For the years ended December 31, 2001 and December 31,
2000, there were no such impairment adjustments.

The carrying amount of real estate held for sale as of December 31, 2001, and December 31, 2000, was
$390.7 million and $695.4 million, net of valuation allowances of $19.8 million and $40.8 million, respectively.
Once we identify a real estate property to be sold and commence a plan for marketing the property, we classify
the property as held for sale. We establish a valuation allowance subject to periodical revisions, if necessary, to
adjust the carrying value of the property to reflect the lower of its current carrying value or the fair value, less
associated selling costs.

We use research, both internal and external, to recommend appropriate product and geographic
allocations and changes to the equity real estate portfolio. We monitor product, geographic and industry
diversification separately and together to determine the most appropriate mix.

Equity real estate is distributed across geographic regions of the country with larger concentrations in the
South Atlantic, Pacific, and West South Central regions of the United States as of December 31, 2001. By
property type, there is a concentration in office buildings that represented approximately 36% of the equity real
estate portfolio as of December 31, 2001. Our largest equity real estate holding as of December 31, 2001
consisted of an office/industrial park located in Durham, North Carolina with an aggregate carrying value of
approximately $148.3 million and represented approximately 13% of total U.S. equity real estate assets and
0.3% of U.S. invested assets. The ten largest real estate properties as of December 31, 2001 comprised 47% of
total U.S. equity real estate assets and 1% of total U.S. invested assets. In addition, our equity real estate
includes our investment in BT Hotels. As of December 31, 2001, BT-Hotels was fully consolidated into our
financial statements and is reflected in the International region and Hotel/Motel property type in the following
investment schedules:
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U.S. Invested Assets
Eguity Real Estate by Region(i)
As of December 31,

2001 2009
Carrying % of Carrying % of
Amount Total Amount Total
(8 in millions)
South Atlantic ... .. oot $ 376.4 32% $§ 4317 31%
West South Central ...... ... ... .0 i 236.4 20 362.2 26
International. . ... . e 223.6 19 — —
PaciIC . o e e 183.8 i6 384.6 28
East North Central . ... .o i i i 62.3 5 120.7 9
East South Central .. ... ... ... i, 32.3 3 21.5 1
West North Central ........... ... 0 e 28.0 2 19.0 1
New England . ... ..oovninii e 143 1 14.5 1
MoOUNTAIN . o i e e 8.8 1 8.9 1
Middle Atlantic . . ... .ot e 82 1 287 2
Total . $1,1741  100% $1,3918  100%
(1) Regions are defined by the American Council of Life Insurers.
U.S. Invested Assets
Equity Real Estate by Property Type ,
As of December 31,
2001 2000
Carrying % of = Carrying % of
Amount Total Amount Totzal
(8§ in millions)
Office ......... e $ 4229 36% $ 6155 44%
Hotel/Motel. . ... e 223.6 19 — —
Industrial ... ... 221.6 18 413.6 30
Retall .ot e 138.9 12 152.7 11
Service Center ..ottt e e 63.1 5 120.1
Land ... e e e ) 533 5 89.9 6
APAMTMENTS . oottt e 67 4 e
Total .o e $1,174.1  100% $1,391.8 100%

Devivatives

We use various derivative financial instruments to manage our exposure to fluctuations in interest rates,
including interest rate futures and interest rate swaps and swaptions. We use interest rate futures contracts to
hedge changes in interest rates subsequent to the issuance of an insurance liability, such as a guaranteed
investment contract, but prior to the purchase of a supporting asset, or during periods of holding assets in
anticipation of near term liability sales. We use interest rate swaps primarily to more closely match the interest
rate characteristics of assets and liabilities. They can be used to change the interest rate characteristics of
specific assets and liabilities as well as an entire portfolio. Cccasionally, we will sell a callable liability or a
liability with attributes similar to a call option. In these cases, we will use interest rate swaptions or similar
products to hedge the risk of early liability payment, thereby transforming the callable liability into a fixed
term liability.
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We also seek to reduce call or prepayment risk arising from changes in interest rates in individual
investments. We limit our exposure to investments that are prepayable without penalty prior to maturity at the
option of the issuer, and we require additional yield on these investments to compensate for the risk that the
" issuer will exercise such option. An example of an investment we limit because of the option risk is residential
mortgage-backed securities. We assess option risk in all investments we make and, when we take that risk, we
price for it accordingly.

Foreign currency risk is the risk that we will incur economic losses due to adverse fluctuations in foreign
currency exchange rates. This risk arises from our international operations and foreign currency-denominated
funding agreements issued to non-qualified institutional investors in the international market. The. notional
amount of our currency swap agreements associated with foreign-denominated liabilities as of December 31,
2001, was $3,130.9 million. We also have fixed maturity securities that are denominated in foreign currencies.
However, we use derivatives to hedge the foreign currency risk of these funding agreements and securities. As
of December 31, 2001, the fair value of our foreign currency denominated fixed maturity securities was
$304.6 million. We use currency swap agreements of the same currency to hedge the foreign currency
exchange risk related to these investments. The notional amount of our currency swap agreements associated
with foreign-denominated fixed maturity securities as of December 31, 2001, was $296.0 million.

In conjunction with the interest rate swaps, interest rate swaptions and other derivatives, we are exposed
to counterparty risk, or the risk that counterparty fails to perform the terms of the derivative contract. We
actively manage this risk by:

o establishing exposure limits which take into account non-derivative exposure we have with the
counterparty as well as derivative exposure;

o performing similat credit analysis prior to approval on each derivatives counterparty that we do when
lending money on a long-term basis;

o limiting exposure to AA— credit or better;

o conducting stress-test analysis to determine the maximum exposure created during the life of a
prospective transaction; and

o daily monitoring of counterparty credit ratings.

All new derivative counterparties are approved by the investment committee. We believe the risk of
incurring losses due to nonperformance by our counterparties is remote and that such losses, if any, would not
be material. Futures contracts trade on organized exchanges and, therefore, effectively have no credit risk.

The notional amounts used to express the extent of our involvement in swap transactions represent a
standard measurement of the volume of our swap business. Notional amount is not a quantification of market
risk or credit risk and it may not necessarily be recorded on the balance sheet. Notional amounts represent
those amounts used to calculate contractual flows to be exchanged and are not paid or received, except for
contracts such as currency swaps. Actual credit exposure represents the amount owed to us under derivative
contracts as of the valuation date. The following tables present our position in, and credit exposure to,
derivative financial instruments as of December 31, 2001, and December 31, 2000:
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U.S. Invested Assets

Derivative Financiai Instruments
As of December 31,

2001 2000
Notional % of Notional % of
Amount Total Amount Total
($ in milliens)
Mortgage-backed forwards and options ....................... $ 9,250.7 34% $ 1,898.3 18%
Foreign CUImency SWaps. ... oo vvt it it it 4,091.9 5 2,745.0 26
Swaptions . ......... S 3,570.0 i3 697.7 7
Interest rate floors . ... ... it e 3,400.0 i3 2,450.0 23
Interest Tate SWAPS ...ttt ittt e 3,272.5 i2 2,241.5 22
Interest rate lock commitments. ... .. [P [, 2,565.9 9 — —
Cusrency forwards .. .......oiiiiii .. R 386.0 1 39.4 —
Bond forwards ...... .. .. e 3574 i — —
Principal Only swaps. ...t 250.0 1 150.0 1
U.S. treasury futures. ... ..ovvn it iiie e 186.6 1 183.2 2
Treasury Tate guarantees. .. ......ovveir e ree i, 88.0 — 60.0 1
Call OPHONS ..\ttt e e 30.0 — 30.0 —
Other ... 258 = - -
TOAL . e e $27,468.0  100% $10,495.1  100%

U.S. Invested Assets
Derivative Financial Instruments
As of December 31,
2001 2000

Credit % of Credit % of
Exposure  Total Exposure  Tetal

($ in millions)

Foreign Currency Swaps ... .....ovetiir i $101.1 33% $453 42%
INtErest TATE SWAPS . . . ottt et tee vt ie et ene it 78.4 25 14.1 13
Currency forwards .. ... ... e 55.3 18 5.5 5
Mortgage-backed forwards and options . ........... ... ... 41.7 14 — —
Interest rate floors . ... .. i e 13.2 4 20.0 18
Call OptIonS ..ot 8.9 3 12.3 11
SWAPIONS . . e e 8.7 3 11.8 11
Other. . e 0.1 - — —
Total o e $367.4 100% $109.0 . 100%

Il

Other Investments

Our other investments totaled $678.4 million as of December 31, 2001, compared to $681.2 million as of
December 31, 2000. Our investment in Coventry is included in other investments as we accounted for it using
the equity method. As of December 31, 2001, our carrying value in Coventry was $146.0 million. With the
adoption of SFAS 133 on January 1, 2001, derivatives were reflected on our balance sheet and accounted for
$116.5 million in other investments as of December 31, 2001. The remaining invested assets include leases and
other private equity investments.

70




Securities Lending

The terms of our securities lending program, approved in 1999, allow us to lend our securities to major
brokerage firms. Qur policy requires an initial minimum of 102% of the fair value of the loaned securities as
collateral. Qur securities on loan as of December 31, 2001, had a fair value of $0.5 million.

International Investment Operations

As of December 31, 2001, our international investment operations consist of the investments of Principal
International and BT Financial Group and comprise $1.4 billion in invested assets, which primarily represent
the assets of Principal International. Principal Capital Management works with each Principal International
affiliate to develop investment policies and strategies that are consistent with the products they offer. Due to
the regulatory constraints in each country, each company maintains its own investment policies which are
approved by Principal Capital Management. Each international affiliate is required to submit a compliance
report relative to its strategy to Principal Capital Management. A credit committee comprised of Principal
Capital Management employees and international affiliate company chief investment officers review each
corporate credit annually. In addition, employees from our U.S. operations who serve on the credit committee
currently hold investment positions in two of our international affiliates.” Principal Capital Management
provides credit analysis training to Principal International personnel.

Overall Composition of International Invested Assets

As shown in the following table, the major categories of international invested assets as of December 31,
2001, and December 31, 2000, were fixed maturity securities and residential mortgage loans:

Internatiomal Invested Assets
As of December 31,

2001 2000
Carrying % of Carrying % of
Amount Total Amount Total

($ in millions)

Fixed maturity securities

Public ... e $ 941.3 6%% § 948.6 70%

PrIVALE . . . e 61.0 4 16.3 1
Equity securities, available-for-sale . ................. ... ... ... 24.9 2 76.9 6
Mortgage loans

Residential .. ... ... ..o i 181.1 i3 166.9 12
Real estate held for investment . .............. ... ..o, 7.7 1 8.7 1
Other Investments .. ...ttt 1514 11 1298 10

Total invested assets . ........... it $1,3674 100% $1,347.2 100%

Cash and cash equivalents .......... e 128.0 N 176.5

Total invested assetsand cash . ........... ..., $1,495.4 $1,523.7

International Investment Results

The yield on international invested assets and on cash and cash equivalents, excluding net realized gains
and losses, was 8.5%, 7.1% and 7.5% for the years ended December 31, 2001, 2000 and 1999, respectively.
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The following table illustrates the yields on average assets for each of the components of our investment
portfolio for the years ended December 31, 2001, 2000 and 1999:

Intermational Invested Assets
Yields by Asset Type
N As of or for the year ended December 31,
2091 2000 1999
Yield Amount Yield Amount Yield Amount
($ in millions)

Fixed maturity securities

Gross investment income(1).................. 9.1% $ 893 74% $ 67.4 6.9% $ 61.0
Net realized capital gains (losses) ............. (2.2) (220 04 3.7 0.8 7.4
Total. ..o $ 673 $71.1 $ 68.4
Ending assets (at carrying value) .............. $1,002.3 $964.9 $859.6
Equity securities, available-for-sale ' ‘
Gross investment income(1).................. 04% $ 0.2 06% $§ 05 69% $ 170
Net realized capital gains (losses) ............. 6.5 33 (L.3) (L1) 16 1.6
Total................... e $ 35 $ (0.6) $ 8.6
Ending assets (at carrying value) .............. $ 249 $ 769 $ 96.1
Mortgage loans — Residential
Gross investment income(1).................. 104% $ 181 8.6% $11.2 152% $ 7.0
Net realized capital gains (losses) ............. — — — — — —
Total. ... $ 181 $11.2 $§ 70
Ending assets (at carrying value) .............. $ 181.1 $166.9 $ 923
Real estate
Gross investment income(1).................. 73% $ 06 51% $ 0.5 86% $ 04
Net realized capital gains (losses) ............. — — — — — —
Total. ... $ 0s¢ $ 05 $ 04
Ending assets (at carrying value) .............. $ 77 $ 87 $ 10.8
Cash and cash equivalents
Gross investment income(1).................. 29% $ 44 44% $§ 8.3 48% $ 59
Net realized capital gains (losses) ............. — — — — — —
Total. .o $ 44 $ 83 $ 59
Ending assets (at carrying value) .............. $ 1280 $176.5 $201.1
Other investments
Gross investment income(1) . ................. 122% $ 171 117% $ 191 154% $ 159
Net realized capital gains (losses) ............. (29.4) (41.3y 0.1 0.2 (0.3) (0.3)
Total. oo e $ (24.2) $ 193 $ 15.6
Ending assets (at carrying value) .............. $ 1514 $129.8 $196.4
Total before investment expenses
Gross investment income(1).................. 86% $ 129.7 7.2% $107.0 77% § 97.2
Net realized capital gains (losses) ............. (4.0 {(60.0) 0.2 2.8 0.7 8.7
Total. ... oo , $ 697 $109.8 ’ $105.9
INvestment EXPenses . . . ... vvvrreenuueannnnnns —-% $ 07 01% $ 20 02% $ 3.1
$105.0 7.5% $ 94.1

Net investment iINCOME . ... ..ovvirnreneennn .. 85% $ 129.0 71%

(1) Yields are based on annual average asset carrying values for the years ended December 31, 2001, 2000,
and 1999.

Fixed Maturity Securities

Fixed maturity securities consist primarily of publicly traded debt securities and represented 73% of total
international invested assets as of December 31, 2001, and 71% as of December 31, 2000. Fixed maturity
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securities were diversified by type of issuer.as of December 31, 2001, and for the year ended December 31,
2000, as shown in the following table: -

International Invested Assets
Fixed Maturity Securities by Type of Issuer
As of December 31,

2001 26060
Carrying % of  Carrying % of
Amount . Total Amount Total

($ in millions)

U.S. Treasury securities and obligations of U.S. Government

corporations and AgEMCIES « . .. .o vt rrer it e $ 03 —% $ 138 —%
Foreign governments . .......... ..ot RPN 322.8 32 313.6 32
Corporate —public .. ... ... e 363.6 37 376.5 39
Corporate — Private . ... ... ... e 61.0 6 16.3 2
Mortgage-backed securities and other asset-backed securities . ....... 2546 25 256.7 27

Total fixed maturities .. ........ ... . it $1,002.3 100% 89649  100%

The fixed maturity securities held by the international operations have not been rated by external
agencies and cannot be presented in a comparable rating agency equivalent.

The issuers of the majority of our fixed maturity corporate securities are mainly banks and are categorized
in the finance, insurance and real estate category as shown in the following tables:

International Invested Assets
Corporate Fixed Maturity Securities Portfolic by Industry as of December 31, 2631
Publicly Traded Privately Placed Total

Carrying % of Carrying % of Carrying % of
Amount Total Amount Total Amount Total

(8 in millions)

Industry Class

Finance, Insurance and Real Estate............... $180.2 50% $17.5 29% $197.7 47%
S eIVICES .« . i it e 50.3 14 9.8 16 60.1 14
Construction . ......oviii i 47.6° 13 6.0 16 53.6 12
Transportation and Public Utilities ............... ' 49.7 14 : — 49.7 12
Retail ............o i e 35.6 9 2 2z 36.8 9
Manufacturing .................... e 0.1 — 26.5 43 26.6 6
Public Administration .......................... 61 - @ = = 61 - —
Total ... . $363.6 100% $61.0 100% $424.6 1066%
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International Invested Assets
Corporate Fixed Maturity Securities Portfolic by Industry as of December 31, 2000
Publicly Traded Privately Placed Total

Carrying % of Carrying % of Carrying % of
Amount Total Amount Total Amoumnt Total

($ in millions)

Industry Class

Finance, Insurance and Real Estate............... $240.3 64% §$§ — —% $240.3 61%
Transportation and Public Utilities ............... 100.6 27 — — 100.6 26
Retail ... ... 26.2 7 — — 26.2 7 /
Manufacturing ......... ... ... .. 0.3 — 13.3 82 13.6 3
SEIVICES . vt 9.1 2 2.7 17 11.8 3
Construction . ...... .. e — = _ 03 1 0.3 —

Total ... .. ... . $376.5 100% $16.3 100% $392.8  100%

The international operations held $254.6 million of residential pass-through securities as of December 31,
2001, and $256.7 million as of December 31, 2000.

The amortized cost and estimated fair value of fixed maturity securities, by contractual maturity dates
excluding scheduled sinking funds, as of December 31, 2001, and December 31, 2000, were as follows:

International Invested Assets
Fixed Maturity Securities by Comtractual Maturity Dates
As of December 31,

2001 2000
Amortized Carrying Amortized Carrying
Cost Amount Cost Amount
(in millions)

Dueinoneyearorless ............ooiiiiiinnennnnn, $355 $ 360 $ 316 $29.2

Due after one year through five years ..................... 161.7 162.3 91.8 95.3

Due after five years through ten years..................... 212.8 211.8 215.6 217.2

Due after ten years ...ttt 326.6 337.6 356.4 366.5

Subtotal. ... ... e 736.6 747.7 695.4 708.2
Mortgage-backed and other securities without a single

maturity date ......... A 248.8 254.6 253.5 256.7

Total ..o $985.4  $1,002.3 $948.9 $964.9

The international operations held $20.1 million of restructured government bonds in Argentina, which
represented 2% of international fixed maturity securities as of December 31, 2001.
Eguity Securities

Our equity securities represented 2% of international invested assets as of December 31, 2001, and 6% as
of December 31, 2000. Our equity securities consisted of $8.2 million in mutual funds and $16.7 million in
common stock as of December 31, 2001.

Residential Mortgage Loans

Our Chilean operations originate and purchase residential mortgage loans. Residential mortgage loans
comprised $181.1 million, or 13%, of international invested assets as of December 31, 2001, and $166.2 mil-
lion, or 12%, as of December 31, 2000.

Devrivatives

The derivative contracts outstanding as of December 31, 2000 related to the 144A debt issued to
purchase BT Financial Group in 1999. On December 28, 2001, all obligations of the long-term debt were
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assumed by Principal Financial Services, Inc., and as of that date Principal Financial Group (Australia)
Holdings Pty Limited’s obligations ceased. In conjunction with the move of the debt, the outstanding
derivative contracts were assigned to PFSI. The following tables present our position in, and credit exposure
to, derivative financial instruments as of December 31, 2001, and December 31, 2000.

International Invested Assets
Derivative Financial Instruments
As of December 31,

2001 2000
Notional % of Notional % of
Amount Total Amount Total
. ($ in millions)

FOreign CUITENCY SWAaPS . . oottt ettt ciee e e iinne e eanns $134  100% $ 665.0 39%

Interest Tate SWaps .........ootiiiiiinia e e — — 665.0 39

Currency forwards. ........ ... ... ... e — = 3800 22
Total ............. S $13.4 100% $1,710.0  100%

International Invested Assets
Derivative Financial Instruments _
‘ As of December 31,
2001 2000

Credit % of Credit - = % of
Exposure Total Exposure Total

($ in millicns)

Interest rate swaps. . ... , U $— T —% . $39.1 0%

FOreign CUITENCY SWaPS . . o .o vt tie et e et ie e iie e iee e e — — 284 30

Currency forwards ......... ... ... oo - — 262 28
$—

—%  $937  100%

Other Investments

Our other investments totaled $151.4 million as of December 31, 2001, compared to $129.8 million as of
December 31, 2000. Of the $151.4 million, $37.8 million is related to subordinated notes in BT Financial
Group’s margin lending program, $68.2 million represents our investments in unconsolidated subsidiaries in
Brazil, Japan, India and Mexico, $25.5 million represents BT Financial Group’s investment in unit trusts,
$19.5 million represents other invested assets from our Chilean operations and $0.4 million represents other
invested assets from our Mexican operations. ' o

Quantitative and Qualitative Disclosures About Market Risk
Market Risk Exposures and Risk Management

Market risk is the risk that we will incur losses due to adverse fluctuations in market rates and prices. Our
primary market risk exposure is to changes in interest rates, although we also have exposures to changes in
equity prices and foreign currency exchange rates.

The active management of market risk is an intégral part of our operations; We manage our overall
market risk exposure within established risk tolerance ranges by using the following approaches:

= rebalance our existing asset or liability portfolios;
« control the risk structure of newly acquired assets and liabilities; or

 use derivative instruments to modify the market risk characteristics of existing assets or liabilities or
assets expected to be purchased.
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Interest Rate Risk

Interest rate risk is the risk that we will incur economic losses due to adverse changes in interest rates.
Qur exposure to interest rate risk stems largely from our substantial holdings of guaranteed fixed rate liabilities
in our U.S. Asset Management and Accumulation segment.

We seek to earn returns on investments that enhance our ability to offer competitive rates and prices to
customers while contributing to attractive and stable profits and long-term capital growth. Accordingly, our
investment decisions and objectives are a function of the underlying risks and product profiles of each primary
business operation. In addition, we diversify our product portfolio offerings to include products that contain
features that will protect us against fluctuations in interest rates. Those features include adjustable crediting
rates, policy surrender charges and market value adjustments on liquidations.

We manage the interest rate risk inherent in our assets relative to the interest rate risk inherent in our
liabilities. One of the measures we use to quantify this exposure is duration. Duration measures the change in
the fair value of assets and liabilities for given changes in interest rates. For example, if interest rates increase
by a hypothetical 100 basis points, the fair value of an asset with a duration of 5 years is expected to decrease
in value by approximately 5%.

To calculate duration, we project asset and liability cashflows. These cashflows are discounted to a net
present value basis using a spot yield curve, which is a blend of the spot yield curves for each of the asset types
in the portfolio. Duration is calculated by re-calculating these cashflows and redetermining the net present
value based upon an alternative level of interest rates, and determining the percentage change in fair value,

As of December 31, 2001, the difference between the asset and liability durations on our primary duration
managed portfolio was .02 years. This duration gap indicates that as of this date the sensitivity of the fair value
of our assets to interest rate movements is greater than that of the fair value of our liabilities. Cur goal is to
minimize the duration gap. Currently, our guidelines dictate that total duration gaps between the asset and
liability portfolios must be within 0.25 years. The value of the assets in this portfolio was $23,735.5 million as
of December 31, 2001.

We also manage interest rate risk by employing a partial duration analysis. With this technique, the yield
curve is dissected into various term components and a partial duration is calculated for each. Each partial
duration represents the potential change in fair value of the asset or liability to interest rate shift in rates in the
applicable component of the yield curve. We minimize potential volatility in the fair value of surplus of
Principal Life as a result of changes in the yield curve by managing each partial duration gap between the
assets and liabilities within established guidelines.

With respect to our primary duration managed portfolio, we use several methods to correct any potential
total or partial duration gaps that are outside of our established risk tolerance ranges. We can rebalance the
existing asset or liability portfolios or we can redirect new asset purchases until the asset portfolio is better
aligned with the liabilities and our duration gaps are back within their limits. If a more expedient correction is
desired, another method we use is forward interest rate swaps. These swaps are designed to move duration
exposure from one specific point on the yield curve to another, and are an efficient way to quickly shift the
partial and total duration profile of the asset portfolio so that duration gaps and hence interest rate risk is
minimized.

For products such as whole life insurance, term life insurance and single premium deferred annuities, the
liability cashflow is less predictable, and a duration-matching strategy is less reliable and manageable. We do,
however, try to manage the duration of these portfolios. For these products, we manage interest rate risk based
on a modeling process that considers the target average life, maturities, crediting rates and assumptions of
policyholder behavior. As of December 31, 2001, the weighted-average difference between the asset and
liability durations on these portfolios was 1.2 years. This duration gap indicates that as of this date the
sensitivity of the fair value of our assets to interest rate movements is greater than that of the fair value of our
liabilities. We attempt to monitor this duration gap consistent with our overall risk/reward tolerances. The
value of the assets in these portfolios was $10,225.7 million as of December 31, 2001.

We also have a block of participating general account pension business that passes the actual investment
performance of the assets to the customer. The investment strategy of this block is to maximize investment
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return to the customer on a “best efforts” basis, and there is little or no attempt to manage the duration of this
portfolio since there is little or no interest rate risk. The value of the assets in these portfolios was
$4,886.3 million as of December 31, 2001.

Using the assumptions and data in effect as of December 31, 2001, we estimate that a 100 basis point
immediate, parallel increase in interest rates decreases the .net fair value of our portfolio by $127.5 mllhon
The following table details the estimated changes by risk management strategy:

As of Net
. December 31, 2001 Fair Value
Risk Management Strategy ) Value of Total Assets Change
: R ' (in millions)
Primary duration-managed . . ..... ... .. ... . $23,735.5 $ (47
Duration-monitored . . . ... i . 10,225.7 (122.8)
Non duration-managed . .. ... . i i 4,886.3 —_
Total .o e $38,847.5 $(127.5)

QOur selection of a 100 basis point immediate, parallel increase or decrease in interest rates is a
hypothetical rate scenario we use to demonstrate potential risk. While a 100 basis point immediate, parallel
increase does not represent our view of future market changes, it is a near term reasonably possible
hypothetical change that illustrates the potential impact of such events. While these fair value measurements
provide a representation of interest rate sensitivity, they are based on our portfolio exposures at a point in time
and may not be representative of future market results. These exposures will change as a result of ongoing
portfolio transactions in response to new business, management’s assessment of changing market conditions
and available investment opportunities.

We are also exposed to interest rate risk in our Mortgage Banking segment. We manage this risk by
striving to.balance our loan origination and loan servicing operations, the two of which are generally counter-
cyclical. In addition, we use various financial instruments, including derivatives contracts, to manage the
interest rate risk specifically related to committed loans in the pipeline and mortgage servicing rights. The
overall objective of our interest rate risk management policies is to offset changes in the values of these items
resulting from changes in interest rates. We do not speculate on the direction of interest rates in our
management of interest rate risk.

We manage interest rate risk on our mortgage loan pipeline by buying and selling mortgage-backed
securities in the forward markets, over-the-counter options on mortgage-backed securities, U.S. Treasury and
Eurodollar futures contracts and options on futures contracts. We also use interest rate floors, futures
contracts, options on futures contracts, swaps and swaptions, mortgage-backed securities and principal-only
strips in hedging a portion of our portfolio of mortgage servicing rights from prepayment risk associated with
changes in interest rates.

We measure pipeline interest rate risk exposure by adjusting the at-risk pipeline in light of the theoretical
optionality of each applicant’s rate/price commitment. The at-risk pipeline, which consists of closed loans and
rate locks, is then refined at the product type level to express each product’s sensitivity to changes in market
interest rates in terms of a single current coupon MBS duration. Suitable hedges are selected and a similar
methodology applied to this hedge position. The variety of hedging instruments allows us to match the
behavior of the financial instrument with that of the different types of loans originated. We limit our risk
exposure by requiring that the net position value not change by more than $10.0 million given an instantaneous
change in the benchmark MBS price of +/— 2.5%. This price sensitivity analysis is performed at least once
daily. The value of the loans in the pipeline as of December 31, 2001, was $7.0 billion. Due to the impact of
our hedging activities, we estimate that a 100 basis point immediate parallel increase in the interest rates
decreases the December 31, 2001, net position value by $12.5 million.

The financial risk associated with our mortgage servicing operations is the risk that the market value of
the servicing asset falls below its U.S. GAAP book value. To measure this risk, we analyze each servicing risk
tranche’s U.S. GAAP book value in relation to the then current market value for similar servicing rights. We
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perform this valuation using option-adjusted spread valuation techniques applied to each risk tranche. We
produce tranche market values at least monthly.

The market value of the servicing asset declines as interest rates decrease due to possible mortgage loan
servicing rights impairment that may result from increased current and projected future prepayment activity.
The change in value of the servicing asset due to interest rate movements is reduced by the use of financial
‘instruments, including derivative contracts, that increase in aggregate value when interest rates decline. Based
on values as of December 31, 2001, a 100 basis point parallel decrease in interest rates produces a
$191.4 million decline in value of the servicing asset of our Mortgage Banking segment, net of the impact of
these hedging vehicles, due to the differences between market values and U.S. GAAP book values.

Derivatives. We use various derivative financial instruments to manage our exposure to fluctuations in
interest rates, including interest rate swaps, Principal Only swaps, interest rate floors, swaptions, U.S. Treasury
futures, Treasury rate guarantees, interest rate lock commitments and mortgage-backed forwards and options.
We use interest rate futures contracts and mortgage-backed forwards to hedge changes in interest rates
subsequent to the issuance of an insurance liability, such as a guaranteed investment contract, but prior to the
purchase of a supporting asset, or during periods of holding assets in anticipation of near term liability sales.
We use interest rate swaps and Principal Only swaps primarily to more closely match the interest rate
characteristics of assets and liabilities. They can be used to change the interest rate characteristics of specific
assets and liabilities as well as an entire portfolio. Occasionally, we will sell a callable liability or a liability with
attributes similar to a call option. In these cases, we will use interest rate swaptions or simildr products to
hedge the risk of early liability payment thereby transforming the callable liability into a fixed term liability.

We also seek to reduce call or prepayment risk arising from changes in interest rates in individual
investments. We limit our exposure to investments that are prepayable without penalty prior to maturity at the
option of the issuer, and we require additional yield on these investments to compensate for the risk that the
issuer will exercise such option. An example of an investment we limit because of the option risk is residential
mortgage-backed securities. We assess option risk in all investments we make and, when we assume such risk,
we seek to price for it accordingly to achieve an appropriate return on our investments.

In conjunction with the interest rate swaps, interest rate swaptions and other derivatives, we are exposed
to counterparty risk, or the risk that counterparty fails to perform the terms of the derivative contract. We
actively manage this risk by: '

» establishing exposure limits which take into account non-derivative exposure we have with the
counterparty as well as derivative exposure;

» performing similar credit analysis prior to approval on each derivatives counterparty that we do when
~ lending money on a long-term basis;

e limiting exposure to AA— credit or better;

« conducting stress-test analysis to determine the maximum exposure created during the life of a
prospective transaction; and

« daily monitoring of counterparty credit ratings.

All new derivative counterparties are approved by the investment committee. We believe the risk of
incurring losses due to nonperformance by our counterparties is remote and that such losses, if any, would not
be material. Futures contracts trade on organized exchanges and, therefore, effectively have no credit risk.
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The following table shows the interest rate sensitivity of our derivatives measured in terms of fair value.
These exposures will change as a result of ongoing portfolio and risk management activities.
As of December 31, 2001
Fair Value (no accrued interest)

Weighted —100 Basis +100 Basis
Notional Average Term Point Point
Amount (Years) Change No Change Change
($ in millions)

Interest rate swaps .. .... R, ... $32725 560(1) $ (51.9) $ 18 $ 50.7
Principal Only swaps .................. 250.0 2.32(1) 21.6 (5.7) (17.9)
Other............ e 25.0 6.30(1) 0.7 8.1 (6.5)
Interest rate floors .................... 3,400.0 4.50(2) 55.6 49.0 (23.2)
U.S. Treasury futures. ................. 186.6 6.25(3) 3.4 8.9 (1.6)
Swaptions ......... ... i, 3,576.0 1.61(4) 89.8 51.1 (40.3)
Treasury rate guarantees ............... 88.9 0.32(5) (6.1) 6.2 6.6
Bond forwards........................ 357.4 1.69(5) 12.9 (9.6) (30.5)
Mortgage-backed forwards and options . .. 9,250.7 0.24(5) (205.6) 36.6 254.4
Interest rate lock commitments:......... 2,565.9 0.12(6) 64.1 (11.5) (130.0)
Total ... ... . $22,966.1 $ (16.4) $112.9 $ 67.7

(1) Based on maturity date of swap.
(2) Based on maturity date of floor.
(3) Based on maturity date.

(4) Based on option date of swaption.
(5) Based on settlement date.

(6) Based on expiration date.

We use U.S. treasury futures to manage our over/under commitment position, and our position in these
contracts changes daily.

Debt Issued and Qutstanding. As of December 31, 2001, the aggregate fair value of debt was
$1,447.3 million. A 100 basis point, immediate, paralle]l decrease in interest rates would increase the fair value
of debt by approximately $81.4 million.

As of December 31, 2001

Fair Value (no accrued interest)

—100 Basis +100 Basis
Point Change  No Change  Point Change

(in millions)

7.95% notes payable, due 2004 ... ... ... $ 2222 $ 2169 $ 2118

8.2% notes payable, due 2009 ....... ... . ... .. 542.1 511.2 482.5
7.875% surplus notes payable, due 2024 ............. ... ...... 215.7 i93.9 1754
8% surplus notes payable, due 2044 .. ... ... ... o 108.0 95.7 85.7
Non-recourse mortgages and notes payable.................... 271.6 260.4 249.9
Other mortgages and notes payable .......................... 169.1 169.2 169.2

Total long-term debt .......... ... . ... i $1,528.7 $1,447.3 $1,374.5

Equity Risk

Equity risk is the risk that we will incur economic losses due to adverse fluctuations in a particular
common stock. As of December 31, 2001, the fair value of our equity securities was $833.6 million. A 10%
decline in the value of the equity securities would result in an unrealized loss of $83.4 million.
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We also have indirect equity risk exposure with respect to BT Financial Group margin lending operations.
Under the terms of this financing arrangement, BT Financial Group margin lending operations allow retail
clients and independent financial advisors on behalf of clients, within limits approved by senior management,
to borrow funds from BT Financial Group to invest in an approved list of securities and mutual fund
investments which serve as security for the loan. The risk of loan default increases as the value of the
underlying securities declines. This risk is actively managed through the use of margin calls on loans when the
underlying securities fall below established levels. Overall, the margin lending portfolio is limited to a ratio of
borrowed funds to market value of securities of an average of 60%. On November 30, 1999, BT Financial
Group margin lending operations securitized its margin lending portfolio with Westpac Banking Corporation,
an Australian bank. Under the terms of this financing, BT Financial Group margin lending operations are
required to allocate capital equal to approximately 7% of the outstanding borrowed amount, as a cushion for
loan defaults. As of December 31, 2001, the margin lending portfolio was $539.5 million, or A$1,054.0 million,
while the ratio of borrowed funds to market value of securities was 43%, below that of the maximum allowed.

Foreign Currency Risk

Foreign currency risk is the risk that we will incur economic losses due to adverse fluctuations in foreign
currency exchange rates. This risk arises from our international operations and foreign currency-denominated
funding agreements issued to non-qualified institutional investors in the international market. The notional
amount of our currency swap agreements associated with foreign-denominated liabilities as of December 31,
2001, was $3,130.9 million. We also have fixed maturity securities that are denominated in foreign currencies.
However, we use derivatives to hedge the foreign currency risk, both interest payments and the final maturity
payment, of these funding agreements and securities. As of December 31, 2001, the fair value of our foreign
currency denominated fixed maturity securities was $304.6 million. We use currency swap agreements of the
same currency to hedge the foreign currency exchange risk related to these investments. The notional amount
of our currency swap agreements associated with foreign-denominated fixed maturity securities as of
December 31, 2001, was $296.0 million. With regard to our international operations, we attempt to do as
much of our business as possible in the functional currency of the country of operation. At times, however, we
are unable to do so, and in these cases, we use foreign exchange derivatives to hedge the resulting risks.

Additionally, we utilize foreign currency swaps related to $665.0 million of private notes issued in
connection with our acquisition of BT Financial Group. The interest payments related to these notes were
serviced through operating cash flows of our Australian operations. By utilizing the foreign currency and
interest rate swaps, the impact of Australian and U.S. dollar exchange rate fluctuations had a minimal effect
on our ability to rely on the cash flows of our Australian operations to service the interest and principal
payments related to the notes. On December 28, 2001, all of the long-term debt obligations of Principal
Financial Group (Australia) Holdings Pty Limited were ceased and were assumed by its parent, PFSI.

We estimate that as of December 31, 2001, a 10% immediate unfavorable change in each of the foreign
currency exchange rates to which we are exposed would result in no change to the net fair value of our foreign
currency denominated instruments identified above, including the currency swap agreements. The selection of
a 10% immediate unfavorable change in all currency exchange rates should not be construed as a prediction by
us of future market events, but rather as an illustration of the potential impact of such an event. Our largest
individual currency exposure is to fluctuations between the Australian dollar and the U.S. dollar.

Effects of Inflation

We do not believe that inflation, in the United States or in the other countries in which we operate, has
had a material effect on our consolidated operations over the past five years. In the future, however, we may be
affected by inflation to the extent it causes interest rates to rise.
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REPORT OF MANAGEMENT

The management of Principal Financial Group, Inc. is responsible for the preparation and integrity of the
consolidated financial statements and related financial information included in the Financial Report. The
financial statements have been prepared in conformity with accounting principles generally accepted in the
United States and include amounts based on management’s best estimates.and informed judgements.
Management believes the statements fairly present Principal Financial Group, Inc.’s financial position and
results of operation, and that other information contained in this Financial Report is consistent with the
financial statements. ‘

Management is responsible for maintaining systems of internal accounting controls designed to provide
reasonable assurance as to the integrity of the financial records and the protection of corporate assets.
Principal Financial Group, Inc. supports and manages an active program designed to monitor compliance with
policies and procedures and evaluate internal control.

Ernst & Young LLP, independent auditors, has audited the consolidated financial statements of Principal
Financial Group, Inc. The audit was conducted in accordance with auditing standards generally accepted in
the United States. Those standards require that the independent auditor plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free from material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. The independent auditors have
discussed with the audit committee accounting principles, estimates and judgments used by management in
the preparation of the consolidated financial statements.

 The board of directors is responsible for engaging the independent auditors, evaluating the independent
auditors’ independence, overseeing the independent audit, and assuring management fulfills its responsibilities
in the preparation of the financial statements and for maintaining the system of internal controls. The audit
committee of the board meets quarterly with management, the internal auditors and the independent auditors
to enable the board to fulfill these responsibilities.

By, Akt K %;.

Michael H. Gersie
Executive Vice President and Chief Financial
Officer :

by /0,7@ T

Douglas C. Cunningham
Vice President and Corporate Controller

81




REPORT OF INDEPENDENT AUDITORS

The Board of Directors and Stockholders
Principal Financial Group, Inc.

We have audited the accompanying consolidated statements of financial position of Principal Financial
Group, Inc. (the Company), successor to Principal Mutual Holding Company, as of December 31, 2001 and
2000, and the related consolidated statements of operations, stockholders’ equity and cash flows for each of the
three years in the period ended December 31, 2001. These financial statements are the responsibility of the
Company’s management. OQur responsibility is to express an opinion on these financial statements based on our
audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Principal Financial Group, Inc. at December 31, 2001 and 2000, and the
consolidated results of its operations and its cash flows for each of the three years in the period ended
December 31, 2001, in conformity with accounting principles generally accepted in the United States.

As discussed in Note 1 to the consolidated financial statements, the Company changed its method of
accounting for derivative instruments and hedging activities in response to a new accounting standard that

became effective January 1, 2001.
éztmet : £ MLLP

Des Moines, Towa
February 1, 2002
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PRINCIPAL FINANCIAL GROUP, INC.
CONSOLIDATED STATEMENTS OF FINANCIAL POSITION

December 31,

2601

2000

(in millions,
except per share data)

Assets ,
Fixed maturities, available-for-sale .............. ... .. ... ... ... ... $30,012.3  $26,339.9
Fixed maturities, trading . . .. ... 17.8 —
Equity securities, available-for-sale ........ ... ... ... .. i 833.6 742.9
Mortgage loans . . ... e 11,065.7 11,4927
Real @8tate ... o 1,181.8 1,400.5
Policy loans. ................ PN 831.9 803.6
Other INVEStIMENS . .. ...ttt i e et e 829.8 811.0
Total INVEStMENTS . . .ottt et e e e 44,772.9 42,090.6
Cash and cash equivalents ............ .. ittt 623.8 926.6
Accrued investment iNCOME . ... ...ttt ittt 594.3 530.8
Premiums due and other receivables ............ ... ... i i 531.3 505.7
Deferred policy acquisition costs .. ...t e 1,372.5 1,333.3
Property and equipment .. ........... .. e 518.2 507.0
Goodwill and other intangibles. ........ ... .. .. . i 1,228.4 1,375.9
Mortgage loan servicing rights . ......... ... i 1,779.2 1,084.4
Separate acCOUNt ASSELS . . ..o\ vttt e e 35,864.8 34,916.2
(074 1<) g 1111 £ A 1,065.1 1,134.4
T0otal ASSETS . v vttt e $88,350.5 $84,404.9
Liabilities
Contractholder funds .. ... e $24,684.4 $24,300.2
Future policy benefits and claims. . ....... ... .o 14,034.6 13,346.0
Other policyholder funds. . ....... ... .. .. . i e 589.1 597.4
Short-term debt ... .. ... e e 511.6 459.5
Long-term debt ... ... . e 1,378.4 1,336.5
Income taxes currently payable ....... ... ... . ... i 0.5 108.4
Deferred income taxes. ... ...t Ce 8%4.6 487.4
Separate account liabilities ............... ... ... o il DU 35,864.8 34,916.2
Other Habilities . . . ..o e e 3,572.2 2,600.8
Total liabilities . ... .....covveeiiininn ... A 81,5302 78,1524
Stockholders’ equity
Common stock, par value $.01 per share — 2,500 million shares authorized,

375.8 million shares issued, 360.1 million shares outstanding................. 38 —
Additional paid-in capital . ... ... ... 7,072.5 —
Retained earnings (deficit) ... .o i i (25.1) 6,312.5
Accumulated other comprehensive income (loss) ............. .o, 147.5 (60.0)
Treasury stock, at cost (15.7 million shares) .................coiiiiiiaiinn.. {374.4) —

Total stockholders’ equity . ... ... ... i ittt 6,820.3 6,252.5
Total liabilities and stockholders’ equity .............. ... ... .. .... $88,350.5  $84,404.9

See accompanying notes.
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PRINCIPAL FINANCIAL GROUP, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

For the year ended December 31,

2001 2000 1999
(in millions)

Revenues
Premiums and other considerations . ........ ... .. $4,122.3 $3,996.4 $3,937.6
Fees and other revenues . ........c. it it 1,814.7 1,576.3 1,287.3
Net investment INCOME . ..ottt it i e et e e 3,394.5 3,172.3 3,072.0
Net realized capital gains (losses) ................ [ {514.0) 139.9 404.5
Total TEVENUES .. vttt it e e AP 8,817.5 8,884.9 8,701.4
Expenses
Benefits, claims, and settlement expenses . .............. .. ... ... 5,482.1 5,232.3 5,260.9
Dividends to policyholders ...........covriviiiiiineereainnnn.. 313.7 312.7 304.6
Operating CXPeNSES . .. .vvtut ettt e e 2,573.2 2,479.4 2,070.3
Total EXPENSES . .\ttt t et e e 8,369.0 8,024.4 7,635.8
Income before income taxes and cumulative effect of accounting

Change ... ... . 448.5 860.5 1,065.6
Income taxes ...t e e 79.0 240.3 323.5
Income before cumulative effect of accounting change.......... e 369.5 620.2 742.1
Cumulative effect of accounting change, net of related income taxes . . (16.7) — L —
Nt IO . o ot ettt et ettt ettt e e $ 358.8 $ 620.2 $ 742.1

For the period

October 26, 2001 Pro forma (unaudited)
through for the year ended
December 31, 2001 December 31, 2001

Pro forma earnings per common share
Basic earnings per common share:

Income (loss) before cumulative effect of accounting change . .. $(0.68)

Cumulative effect of accounting change, net of related income '

5 D, 1 P

Netincome (I0SS) .. ... oveiiii i it $(6.08)

Diluted earnings per common share:
Income (loss) before cumulative effect of accounting change . .. $(0.08)

Cumulative effect of accounting change, net of related income
L2 . (S

$ 1.02

(0.03)
$ 099
$ 1.02

(8.03)
$ 6.99

The unaudited pro forma earnings per common share information above gives effect to the Demutualization
and Initial Public Offering completed on October 26, 2001 (see Note 18 to the consolidated financial

statements).

See accompanying notes.
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PRINCIPAL FINANCIAL GROUP, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS” EQUITY

Accumulated
Additional Retained other Total
Common paid-in earnings comprehensive  Treasury  stockholders’ Qutstanding
v stock capital (deficit) income (loss) stock equity shares
(in millions) (in thousands)
Balances at January 1, 1999 ........ $— 3 — $49502 $ 7170 $§ — $ 56672
Comprehensive loss: :
Netincome ...............vuu.. — — 742.1 — — 742.1
. Net unrealized gains (losses) ..... — — — (1,300.9) —  (1,300.9)
Provision for deferred income tax :
benefit ...................... — —_ — 453.0 — 453.0
Foreign currency translation
adjustment . ..............: e — — — (8.5) — (8.5)
Comprehensive loss ......... e (114.3)
Balances at December 31, 1999 .. ... — — 5,692.3 (139.4) — 5,552.9
Comprehensive income: '
Netincome .................... — — 620.2 — — 620.2
Net unrealized gains (losses) .. ... — — — 351.9 — 3519
Provision for deferred
income taxes ................. — — — (120.0) — (120.0)
Foreign currency translation
adjustment ................... — — — (152.5) — (152.5)
Comprehensive income ............ . 699.6
Balances at December 31, 2000 . . ... - — 6,312.5 (60.0) — 6,252.5
Demutualization transaction ........ 2.6 5,047.7  (6,700.4) — — (1,650.1) 260,805.9
Stock issued and held in ’
rabbi trusts. ............. e — 6.7 — — 6.7) — (363.7)
Initial public offering .............. 1.8 - 1,7529 — — — 1,753.9  100,000.0¢
‘Sharesissued..................... 0.2 265.2 — — — 265.4 15,600.0
Treasury stock acquired ............ —_ — — — (367.7) (367.7) (15,300.0) .
Comprehensive income:
Net income before
demutualization. .............. — — 3879 - — 3879
Net loss after demutualization . ... — — (29.1) — — (29.1)
Net income for the year ......... — — 3588 @ - — 358.8
. Net unrealized gains (losses) ..... —_ — — 451.6 — 451.6
Provision for deferred
income taxes ................. — — — (158.1) — (158.1)
Foreign currency translation o
adjustment................... — — —_ (71.8) —_ (71.8)
Cumulative effect of accounting
change, net of related income ‘
TAXKES . oo e — — — (14.2) — (14.2)
Comprehensive income ............ _ o 566.3
Balances at December 31, 2001 ... .. $3.8 $7,0725 $ (29.1) $ 1475 $(3744) $ 6,820.3  360,142.2

See accompanying notes.
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PRINCIPAL FINANCIAL GROUP, INC,
CONSOLIDATED STATEMENTS OF CASH FLOWS

For the year ended December 31,

2001 2000 1999
(in millions)

Operating activities
NEt ICOME . . ..\ttt ottt ettt e et ittt e e e e $ 23588 § 6202 §$§ 7421
Adjustments to reconcile net income to net cash provided by operating

activities:

Cumulative effect of accounting change, net of related income taxes ...... 10.7 — —

Amortization of deferred policy acquisition costs.................... ... 159.9 238.6 173.8

Additions to deferred policy acquisition costs . ... (261.7) (263.9) (253.9)

Accrued investment INCOME . .. ... .. ..ttt nirieeercnneennns {66.1) (58.8) (41.2)

Premiums due and other receivables . ........ ... ... . i, {25.6) (38.3) 344

Contractholder and policyholder liabilities and dividends ................ 1,869.2 1,478.5 1,650.6

Current and deferred income taxes ......... ... i, 54.5 75.0 155.6

Net realized capital (gains) 108s€S...... ..ot iiinnn.. 514.6 (139.9) (404.5)

Depreciation and amortization eXpense . . ........c.oovievriieniineneonn, 154.9 153.6 117.1

Amortization and impairment/recovery of mortgage servicing rights ...... 408.7 157.3 94.4

L0 71517 L PP 767.5 415.0 (162.4)
Net adjustments ... ... e 3,586.0 2,017.1 1,363.9
Net cash provided by operating activities ................coiviiinvne... 3,944.8 2,637.3 2,106.0
Investing activities
Available-for-sale securities:

PUICRaSeS L e e (14,868.2)  (13,051.0) (11,510.2)

SaleS L e 6,707.7 7,366.0 7,031.0

MatUrities .. ..ottt e 4,729.5 2,675.3 2,599.2
Net cash flows from trading securities. ........ ... .. coooiiii s, (17.0) — —
Mortgage loans acquired or originated. ........... ... il {40,456.9) (10,507.5)  (16,594.6)
Mortgage loans sold or repaid. .. ... ... . i 40,908.6 12,026.8 16,361.5
Purchase of mortgage servicing rights . ....... ... ... . il (968.4) (235.9) (336.7)
Proceeds from sale of mortgage servicing rights. . ............. ... ... ... 315 53.0 29.2
Real estate acquired. ....... ... i {290.0) (324.4) (449.7)
Real estate sold ...... ... i i e 803.8 796.9 869.8
Net change in property and equipment .......... ... ... oo, (89.9) (67.1) (61.2)
Net proceeds (disbursements) from sales of subsidiaries .................. (1.9) — 41.7
Purchases of interest in subsidiaries, net of cash acquired ................. (11.1) (27.4) (1,154.6)
Net change in other investments ......... ... ... . iiiiiiiiiiiarnnn. .. (170.1) 22.0 (166.6)
Net cash used in investing activities ............ ... .cvieerieennennn... (3,698.4) (1,273.3) (3,341.2)
Finamcing activities
Issuance of common StOCK .. ... it e e 2,019.3 — —
Payments to eligible policyholders under plan of conversion................ (1,177.5) — —
Acquisition of treasury stock. ... ... .. e {367.7) — —
Issuance of long-term debt . ...... ..o e 149.2 230.4 885.2
Principal repayments of long-term debt.......... ... . ... ... ... ... .. (204.4} (120.7) (40.2)
Proceeds of short-term borrowings . ...t 7,290.8 2,417.5 5,150.9
Repayment of short-term borrowings.......... ..o, {7,238.7) (2,505.4) (4,895.7)
Investment contract deposits. . ...t e 5,054.9 3,982.6 5,325.4
Investment contract withdrawals .............. ... ... ... .o (6,075.1) (5,011.3) (5,081.7)
Net cash provided by (used in) financing activities....................... (549.2) (1,006.9) -1,343.9
Net increase (decrease) in cash and cash equivalents..................... (302.8) 357.1 108.7
Cash and cash equivalents at beginning of year .......................... 926.6 569.5 460.8
Cash and cash equivalents at end of year ............ ..o, $ 6238 § 9266 §  569.5
Schedule of noncash transactions
Policy credits to eligible policyholders under plan of conversion ............ $ 4726
Stock issued in exchange for membership interest........................ $ 50503
Net transfer of noncash assets and liabilities to an unconsolidated entity in

exchange for a minority interest ... ... ... vt $  (255.0)

See accompanying notes.
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PRINCIPAL FINANCIAL GROUP, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2061

I. Nature of Operations and Significant Accounting Policies

Description of Business

Principal Financial Group, Inc. and its consolidated subsidiaries (“the Company”), the successor to
Principal Mutual Holding Company, is a diversified financial services organization engaged in promoting
retirement savings and investment and insurance products and services in the U.S. and selected international
markets. In addition, the Company offers residential mortgage loan origination and servicing in the U.S.

Demutualization and Initial Public Offering

Under the terms of Principal Mutual Holding Company’s Plan of Conversion, effective Gctober 26, 2001
(the “Date of Demutualization”), Principal Mutual Holding Company converted from a mutual insurance
holding company (“MIHC”) to a stock company, Principal Financial Group, Inc., a Delaware business
corporation. All policyholder membership interests in Principal Mutual Holding Company were extinguished
on that date and eligible policyholders of the MIHC received, in aggregate, 260.8 million shares of common
stock, $1,177.5 million of cash and $472.6 million of policy credits as compensation.

On the Date of Demutualization, . Principal Mutual Holding Company and two of its subsidiaries,
Principal Financial Group, Inc., an Iowa corporation, and Principal Financial Services, Inc., an Iowa
corporation, merged with and into Principal Jowa Newco, Inc., an Iowa corporation, which changed its name
to Principal Financial Services, Inc. (“PFSI”). PFSI is a wholly -owned subsidiary of Principal Financial
Group, Inc., a Delaware corporation.

In addition, on October 26, 2001, the Company completed its initial public offering (‘“IPO”) in which the
Company issued 100.0 million shares of common stock at a price of $18.50 per share. Net proceeds from the
IPO were $1,753.9 million, of which $64.2 million was retained by Principal Financial Group, Inc., and
$1,689.7 miilion was contributed to Principal Life Insurance Company. Proceeds were net of offering costs of
$96.5 million and a related tax benefit of $0.4 million.

Costs relating to the demutualization, excluding costs relanng to the IPO, were $18.6 million and
$7.2 million, net of income taxes, in 2001 and 2000, respectively. Demutualization expenses consist primarily
of printing and mailing costs and the aggregate cost of engaging independent accounting, actuarial, financial,
investment banking, legal and other consultants to advise the Company on the demutualization. In addition,
these costs include the costs of the advisors of the Insurance Commissioner of the State of Iowa and the New
York State Insurance Department, other regulatory authorities and internal allocated costs for staff and
related costs associated with the demutualization. ‘

Basis of Presentation

The accompanying consolidated financial statements of the Company and its majority-owned subsidiaries
have been prepared in conformity with accounting principles generally accepted in the U.S. (“U.S. GAAP”).
Less than majority-owned entities in which the Company has at least a 20% interest are reported on the equity
basis in the consolidated statements of financial position as other investments. All significant intercompany
accounts and transactions have been eliminated.

Total assets of the unconsolidated entities amounted to $4,768.8 million at December 31, 2001, and
$3,098.5 million at December 31, 2000. Total revenues of the unconsolidated entities were $2,855.2 million,
$2,226.3 million and $1,978.9 millien in 2001, 2000 and 1999, respectively. During 2001, 2000 and 1999, the
Company included $53.2 million, $39.1 million and $107.7 million, respectively, in net investment income
representing the Company’s share of current year net income of the unconsolidated entities. The unconsoli-
dated entities primarily include the Company’s 23% interest in Coventry Health Care, Inc. and minority
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PRINCIPAL FINANCIAL GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

1. Nature of Operations and Significant Accounting Pelicies — (Continued)

interests in domestic and international (Brazil, India and Japan) joint ventures and partnerships. The
Company’s net investment in these Companies at December 31, 2001 and 2000, was $165.3 million and
$145.0 million, respectively.

Closed Block

At the time the MIHC structure was created in 1998, Principal Life Insurance Company (“Principal
Life”) formed and began operating a closed block (“Closed Block™) for the benefit of individual participating
dividend-paying policies in force on that date. See Note 6 for further details regarding the Closed Block.

Use of Estimates in the Preparation of Financial Statements

The preparation of the Company’s consolidated financial statements and accompanying notes requires
management to make estimates and assumptions that affect the amounts reported and disclosed. These
estimates and assumptions could change in the future as more information becomes known, which could
impact the amounts reported.and disclosed in the consolidated financial statements and accompanying notes.

Accounting Changes

In June 1998, the Financial Accounting Standards Board (the “FASB”) issued Statement of Financial
Accounting Standards (“SFAS”) No. ‘133, Accounting for Derivative Instruments and Hedging Activities
(“SFAS 133”). In June 1999, SFAS No. 137, Accounting for Derivative Instruments and Hedging
Activities — Deferral of the Effective Date of FASB Statement No. 133 was issued deferring the effective date
of SFAS 133 by one year, to fiscal years beginning after June 15, 2000. In June 2000, the FASB issued SFAS
No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities — an amendment of
FASB Statement No. 133, which amended the accounting and reporting standards of SFAS 133 for certain
derivative instruments and certain hedging activities.

As amended, SFAS 133 requires, among other things, that all derivatives be recognized in the
consolidated statement of financial position as either assets or liabilities that are measured at fair value. SFAS
133 also establishes special accounting for qualifying hedges, which allows for matching the timing of gain or
loss recognition on the hedging instrument with the recognition of the corresponding changes in value of the
hedged item. Changes in the fair value of a derivative qualifying as a hedge are recognized in earnings or
directly in stockholders’ equity depending on the instrument’s intended use. For derivatives that are not
designated as hedges or that do not meet the hedge accounting criteria in SFAS 133, changes in fair value are
required to be recognized in earnings in the period of change.

At January 1, 2001, the Company’s consolidated financial statements were adjusted to record a
cumulative effect of adopting SFAS 133, as follows (in millions):

Accumulated other

comprehensive

Net income income {loss)
Adjustment to fair value of derivative contracts(1) .............. - $(16.4) $(15.8)
Income tax impact . ... ..ot 57 __ 1.6
Total L e w) ﬂﬁ)

(1) Amount presented is net of adjustment to hedged item.

SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments .of
Liabilities (“SFAS 140”) was issued in September 2000 and was effective for transfers, servicings and
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PRINCIPAL FINANCIAL GROUP, INC.
NQOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

1. Nature of Operations and Significant Accounting Policies — (Continued)

extinguishments occurring after March 31, 2001. SFAS 140 replaced SFAS No. 125, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities (“SFAS 125”). Although
SFAS 140 clarified or amended various aspects of SFAS 125, most of the fundamental concepts from SFAS
125 were brought forward without modification. The Company adopted SFAS 140 on April 1, 2001, and
modified its securitization trust agreements to meet the new requirements to enable it to continue recognizing
transfers of certain financial instruments as sales. As a result, the adoption of SFAS 140 did not have a
significant impact on the Company’s consolidated financial statements.

In July 2000, the Emerging Issues Task Force (“EITF”) reached consensus on Issue 99-20, Recognition
of Interest Income and Impairment on Certain Investments (“EITF 99-20”). This Issue requires an enterprise
that invests in certain mortgage-backed and asset-backed securities to record changes in their estimated yield
on a prospective basis and provides additional guidance in assessing these securities for other than temporary
declines. in value. The Company adopted EITF 99-20 on April 1, 2001. Since adoption, the Company
recognized $28.7 million of realized capital losses related to other than temporary impairments on its asset-
backed securities. ’

Cask and Cask Equivalents

Cash and cash equivalents include cash on hand, money market instruments and other debt issues with a
maturity date of three months or less when purchased.

Investments

In accordance with the provisions of SFAS No. 115, Accounting for Certain Investments in Debt and
Equity Securities, the Company is required to classify its investments into one of three categories: held-to-
maturity, available-for-sale or trading. The Company determines the appropriate classification of fixed
maturity securities at the time of purchase. Fixed maturity securities include bonds, mortgage-backed
securities, and redeemable preferred stock. The Company classifies its fixed maturity securities as either
available-for-sale or trading and, accordingly, carries them at fair value. (See Note 14 for policies related to
the determination of fair value.) Unrealized gains and losses related to available-for-sale securities are
reflected in stockholders’ equity net of related deferred policy acquisition costs and applicable taxes.
Unrealized gains and losses related to trading securities are reflected in net realized capital gains and losses.

The cost of fixed maturity securities is adjusted for amortization of premiums and accrual of discounts,
both computed using the interest method. The cost of fixed maturity securities is adjusted for declines in value
that are other than temporary. Impairments in value deemed to be other than temporary are reported as a
component of net realized capital gains and losses. For loan-backed and structured securities, the Company
recognizes income using a constant effective yield based on currently anticipated prepayments as determined
by broker-dealer surveys or internal estimates and the estimated lives of the securities.

Equity securities include common stock and non-redeemable preferred stock. The cost of equity
securities is adjusted for declines in value that are other than temporary. Impairments in value deemed to be
other than temporary are reported as a component of net realized capital gains and losses. Equity securities are
classified as available-for-sale and, accordingly, are carried at fair vaiue. (See Note 14 for policies related to
the determination of fair value.) Unrealized gains and losses related to available-for-sale securities are
reflected in stockholders’ equity net of related deferred policy acquisition costs and applicable taxes.

Real estate investments are reported at cost less accumulated depreciation. The initial cost bases of
properties acquired-through loan foreclosures is the lower of the fair market values of the properties at the time
of foreclosure or the outstanding loan balance. Buildings and land improvements are generally depreciated on
the straight-line method over the estimated useful life of improvements, and tenant improvement costs are
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PRINCIPAL FINANCIAL GROUP, INC.
NOTES TC CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

1. Nature of Operations and Significant Accounting Policies — (Centinued)

depreciated on the straight-line method over the term of the related lease. The Company recognizes
impairment losses for its properties when indicators of impairment are present and a property’s expected
undiscounted cash flows are not sufficient to recover the property’s carrying value. In such cases, the cost bases
of the properties are reduced to fair value. Real estate expected to be disposed is carried at the lower of cost or
fair value, less cost to sell, with valuation allowances established accordingly and depreciation no longer
recognized. Any impairment losses and any changes in valuation allowances are reported as net realized
capital losses. :

Commercial and residential mortgage loans are generally reported at cost adjusted for amortization of
premiums and accrual of discounts, computed using the interest method, and net of valuation allowances. Any
changes in the valuation allowances are reported as net realized capital gains (losses). The Company
measures impairment based upon the present value of expected cash flows discounted at the loan’s effective
interest rate or the loan’s observable market price. If foreclosure is probable, the measurement of any
valuation allowance is based upon the fair value of the collateral. The Company has residential mortgage loans
held for sale in the amount of $476.1 million and $251.7 million and commercial mortgage loans held for sale
in the amount of $493.5 million and $520.9 million at December 31, 2001 and 2000, respectively, which are
carried at lower of cost or fair value, less cost to sell, and reported as mortgage loans in the statements of
financial position.

Net realized capital gains and losses on sales of investments are determined on the basis of specific
identification. In general, in addition to realized capital gains and losses on investment sales, unrealized gains
and losses related to other than temporary impairments, trading securities, fair value hedge ineffectiveness,
derivatives not designated as hedges and changes in the mortgage loan allowance are reported as net realized
capital gains and losses. Unrealized gains and losses on derivatives within the Company’s mortgage banking
segment are reported as either operating expenses or fees and other revenues depending on the nature of the
hedge and are excluded from net realized capital gains and losses. Investment gains and losses on sales of
certain real estate held-for-sale are reported as net investment income and are also excluded from net realized
capital gains and losses.

Policy loans and other investments, excluding investments in unconsolidated entities, are primarily
reported at cost.

Securitizations

The Company sells commercial mortgage loans to an unconsolidated trust which then issues mortgage-
backed securities. The Company may retain interests in the loans by purchasing portions of the securities from
the issuance. Gain or loss on the sales of the mortgages depends in part on the previous carrying amounts of
the financial assets involved in the transfer, which is allocated between the assets sold and the retained
interests based on their relative fair value at the date of transfer. Fair values are determined by quoted market
prices of external buyers of each class of security purchased. The retained interests are thereafter carried at
fair value with other fixed maturity investments.

The Company also sells residential mortgage loans and retains servicing rights which are retained
interests in the sold loans. Gain or loss on the sales of the loans depends in part on the previous carrying
amounts of the financial assets sold and the retained interests based on their relative fair values at the date of
the transfer. To obtain fair values, quoted market prices are used if available. However, quotes are generally
not available for retained interests, so the Company estimates fair value based on the present value of the
future expected cash flows using management’s best estimates of the key assumptions — prepayment speeds
and option adjusted spreads commensurate with the risks involved.:
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

1. Nature of Operations and Significant Accounting Policies — (Continued)

The Company has developed a margin lending securitization program whereby the Company sells
receivables to an unconsolidated trust that packages and sells interests to investors. The Company retains
interest bearing subordinated tranches. The receivables are sold at face value, which approximates cost and
fair value, to an unconsolidated trust, with no gain or loss recognized on the sale. Retained interests are
initially carried at cost based on their relative fair values at the date of transfer, then carried at fair value
thereafter.

Derivatives

As a result of SFAS 133, all derivatives are recognized as either assets or liabilities in the statement of
financial position and measured at fair value. If certain conditions are met, a derivative may be specifically
designated as one of the following:

(a) a hedge of the exposure to changes in the fair value of a recognized asset or liability or an
unrecognized firm commitment;

(b) a hedge of the exposure to variable cash flows of a forecasted transaction; or

(¢) a hedge of the foreign currency exposure of a net investment in a foreign operation, an
unrecognized firm commitment, an available-for-sale security or a foreign-currency-denomi-
nated forecasted transaction.

The Company’s accounting for the ongoing changes in fair value of a derivative depends on the intended
use of the derivative and the designation as described above and is determined when the derivative contract is
entered into. Hedge accounting is used for derivatives that are specifically designated in advance as hedges and
that reduce the Company’s exposure to an indicated risk by having a high correlation between changes in the
value of the derivatives and the items being hedged at both the inception of the hedge and throughout the
hedge period.

For derivatives hedging the exposure to changes in fair value of a recognized asset or liability, the change
in fair value of the derivative is recognized in earnings in the period of change together with the offsetting
change in fair value on the hedged item attributable to the risk being hedged. The effect of such accounting is
to reflect in earnings the extent to which the hedge is not effective in achieving offsetting changes in fair value.

For derivatives hedging the exposure to variable cash flows, the effective portion of the derivative’s
change in fair value is initially deferred and reported as a component of other comprehensive income and
subsequently reclassified into earnings when the forecasted transaction occurs and is recognized in earnings.
The ineffective portion of the change in fair value is reported in earnings in the period of change. In addition, if
the hedged items are sold, terminated or matured, the changes in value of the derivatives are also included in
net income.

"The Company’s risk management policy regarding net investment hedges is to hedge currency fluctua-
tions between foreign currencies and the U.S. dollar. At December 31, 2001, the Company was hedglng a
portion ($665.0 million) of its net investment in Australia.

For derivatives hedging the foreign currency exposure of an unrecognized firm commitment or an
available-for-sale security, the change in fair value of the derivative is recognized in earnings in the period of
change together with the offsetting change in fair value on the hedged item attributable to the risk being
Hedged. The effect of such accounting is to reflect in earnings the extent to which the hedge is not effective in
achieving offsetting changes in fair value.

For derivatives hedging the foreign currency exposure. of a foreign-currency-denominated forecasted
transaction, the change in fair value is initially deferred and reported as a component of other comprehensive
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income and subsequently reclassified into earnings when the forecasted transaction occurs and is recognized in
earnings. The ineffective portion of the change in fair value is reported in earnings in the period of change.

For derivatives not designated as a hedging instrument, the change in fair value is recognized in earnings
in the period of change.

Prior to the January 1, 2001, adoption of FAS 133, the Company used futures contracts, mortgage-
backed securities forwards, interest rate and principal only swap and floor agreements, options on futures
contracts and currency rate swap agreements to hedge and manage its exposure to changes in interest rate
levels and foreign exchange rate fluctuations, and to manage duration mismatch of assets and liabilities.
Futures contracts were marked-to-market and settled daily with the net gain or loss at expiration or
termination of the contracts recorded in realized capital gains and losses. Qutstanding mortgage-backed
forwards were reported as commitments and upon settlement, the net gain or loss was reported in realized
capital gains and losses. For interest rate and currency swaps held by Principal Life, the net amounts paid or
received and net amounts accrued through the end of the accounting period were included in net investment
income. Any discounts or premiums related to these instruments were amortized to net investment income
over the life of the contract. Gains or losses on contracts terminated early were recognized immediately in
realized capital gains and losses. Unrealized gains or losses on interest rate swap contracts and currency swaps
were not recognized in income. The Company primarily utilized interest rate floors, futures and options on
futures contracts, and interest rate and principal only swaps in hedging its portfolio of mortgage servicing
rights. The realized and unrealized gains and losses on servicing derivatives accounted for as effective hedges
were considered in the periodic assessment of mortgage servicing rights impairment. The realized and
unrealized gains and losses on servicing derivatives not considered effective hedges were recorded in the
Company’s results of operations. The Company managed interest rate risk on its mortgage loan pipeline by
buying and selling mortgage-backed securities in the forward markets, over the counter options on mortgage-
backed securities, futures contracts and options on treasury futures contracts. The unrealized gains and losses
on these derivatives were included in the lower of cost or market calculation of mortgage loans held for sale.

Contractholder and Policyholder Liabilities

Contractholder and policyholder liabilities (contractholder funds, future policy benefits and claims and
other policyholder funds) include reserves for investment contracts and reserves for universal life, limited
payment, participating and traditional life insurance policies. Investment contracts are contractholders’ funds
on deposit with the Company and generally include reserves for pension and annuity contracts. Reserves on
investment contracts are equal to the cumulative deposits less any applicable charges plus credited interest.

Reserves for universal life insurance contracts are equal to cumulative premiums less charges plus
credited interest which represents the account balances that accrue to the benefit of the policyholders.
Reserves for non-participating term life insurance contracts are computed on a basis of assumed investment
yield, mortality, morbidity and expenses, including a provision for adverse deviation, which generally varies by
plan, year of issue and policy duration. Investment yield is based on the Company’s experience. Mortality,
morbidity and withdrawal rate assumptions are based on experience of the Company and are periodically
reviewed against both industry standards and experience.

Reserves for participating life insurance contracts are based on the net level premium reserve for death
and endowment policy benefits. This net level premium reserve is calculated based on dividend fund interest
rate and mortality rates guaranteed in calculating the cash surrender values described in the contract.

Participating business represented approximately 35%, 34% and 34% of the Company’s life insurance in
force and 76%, 79% and 78% of the number of life insurance policies in force at December 31, 2001, 2000 and
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1999, respectively. Participating business represented approximately 57%, 61% and 63% of life insurance
premiums for the years ended December 31, 2001, 2000 and 1999, respectively.

The amount of dividends to policyholders is approved annually by Principal Life’s board of directors. The
amount of dividends to be paid to policyholders is determined after consideration of several factors including
interest, mortality, morbidity and other expense experience for the year and judgment as to the appropriate
level of statutory surplus to be retained by Principal Life. At the end of the reporting period, Principal Life
establishes a dividend liability for the pro-rata portion of the d1v1dends expected to be paid on or before the
next policy anmversary date.

Some of the Company’s policies and contracts require payment of fees in advance for services that will be
rendered over the estimated lives of the policies and contracts. These payments are established as unearned
revenue resétves upon receipt and included in other policyholder funds in the consolidated statements of
financial- position. These unearned revenue reserves are amortized to operations over the estimated lives of
these policies and contracts in relation to the emergence of estimated gross profit margins.

The liability for unpaid accident and health claims is an estimate of the ultimate net cost of reported and
unreported losses not yet settled. This liability is estimated using actuarial analyses and case basis evaluations.
Although considerable variability is inherent in such estimates, the Company believes that the liability for
unpaid claims is adequate. These estimates are continually reviewed and, as adjustments to this liability
become necessary, such adjustments are reflected in current operations.

Recognition of Premiums and Other Considerations, Fees and Other Revenues and Benefits

Traditional individual life and health insurance products include those prodhcts with ﬁxed‘and’ guaranteed
premiums and benefits, and consist principally of whole life and term life insurance policies. Premiums from
these products are recogmzcd as premium revenue when due.

]Immedlate annuities with life contingencies include products with fixed and guaranteed annuity
considerations and benefits, and consist principally of group and individual single premium annuities with life
contingencies. Annuity considerations from these products are recognized as revenue when due.

Group life and health insurance premiums are. generally recorded as premium revenue over the termr of
the coverage. Some group contracts allow for premiums to be adjusted to reflect emerging experience. Such
- adjusted premiums are recognized in the period that the related experience emerges. Fees for contracts
providing claim processing or other administrative services are recorded over the period the service is provided.

Related policy benefits and expenses for individual and group life, annuity and health insurance products
are associated with earned premiums and result in the recogmtlon of profits over the expected lives of the
policies and contracts.

Universal life-type policies are insurance contracts with terms that are not fixed and guaranteed.
Amounts received as payments for such contracts are not reported as premium revenues. Revenues for
universal life-type insurance contracts consist of policy charges for the cost of insurance, polvi_cy initiation and
administration, surrender charges and other fees that have been assessed against policy account values. Policy
benefits and claims that are charged to expense include interest credited to contracts and benefit claims
incurred in the period i in excess of related policy account balances.

Investment contracts do not subject the Company to risks arising from pohcyholder mortality or
morbidity, and consist primarily of Guaranteed Investment Contracts (“GICs”), funding agreements and
certain deferred annuities. Amounts received as payments for investment -contracts are' established as
investment contract liability balances and are not reported as premium revenues. Revenues for investment
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contracts consist of investment income and policy administration charges. Investment contract benefits that
are charged to expense include benefit claims incurred in the period in excess of related investment contract
liability balances and interest credited to investment contract liability balances.

Fees and other revenues are earned for asset management services provided to retail and institutional
clients based largely upon contractual rates applied to the market value of the client’s portfolio. Additionally,
fees and other revenues are earned for administrative services performed including recordkeeping and
reporting services for retirement savings plans. Fees and other revenues received for performance of asset
management and administrative services are recognized as revenue when the service is performed.

Fees and other revenues arising from the residential mortgage banking operations consist of revenues
earned for servicing and originating residential mortgage loans as well as marketing other products to servicing
portfolio customers. Net revenues are also recognized upon the sale of residential mortgage loans and
residential mortgage loan servicing rights and are recorded in fees and other revenues and determined using
the specific identification basis. Servicing revenues are recognized as the mortgage loan is serviced over the life
of the mortgage loan. Mortgage loans originated are sold in the secondary mortgage markets, shortly after
origination. As a result, mortgage loan origination fee revenues are recognized when the mortgage loans are
sold. Fee revenues received for marketing other products to servicing portfolio customers are recognized when
the service is performed.

Deferved Policy Acquisition Costs

Commissions and other costs (underwriting, issuance and agency expenses and first-year bonus interest)
that vary with and are primarily related to the acquisition of new and renewal insurance policies and
investment contract business are capitalized to the extent recoverable. Maintenance costs and acquisition costs
that are not deferrable are charged to operations as incurred.

Deferred policy acquisition costs for universal life-type insurance contracts and participating life
insurance policies and investment contracts are being amortized over the lives of the policies and contracts in
relation to the emergence of estimated gross profit margins. This amortization is adjusted retrospectively when
estimates of current or future gross profits and margins to be realized from a group of products and contracts
are revised. The deferred policy acquisition costs of non-participating term life insurance policies are being
amortized over the premium-paying period of the related policies using assumptions consistent with those used
in computing policyholder liabilities.

Deferred policy acquisition costs are subject to recoverability testing at the time of policy issue and loss
recognition testing at the end of each accounting period. Deferred policy acquisition costs would be written off
to the extent that it is determined that future policy premiums and investment income or gross profit margins
would not be adequate to cover related losses and expenses. h

Reinsurance

The Company enters into reinsurance agreements with other companies in the normal course of business.
The Company may assume reinsurance from or cede reinsurance to other companies. Assets and liabilities
related to reinsurance ceded are reported on a gross basis. Premiums and expenses are reported net of
reinsurance ceded. The Company is contingently liable with respect to reinsurance ceded to other companies
in the event the reinsurer is unable to meet the obligations it has assumed. At December 31, 2001, 2000 and
1999, respectively, the Company had reinsured $15.6 billion, $13.2 billion, and $10.2 billion of life insurance in
force, representing 12%, 9% and 7% of total net life insurance in force through a single third-party reinsurer.
To minimize the possibility of losses, the Company evaluates the financial condition of its reinsurers and
continually monitors concentrations of credit risk.

94




PRINCIPAL FINANCIAL GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

1. Nature of Operations and Significant Accounting Policies — (Continued)

The effect of reinsurance on premiums and other considerations and policy and contract benefits and
changes in reserves is as follows (in millions):

For the year ended December 31,

2001 2000 1999

Premiums and other considerations:

DareCt ot $4,329.2 $4,142.1  $3,990.0

Assumed . ... L 56.0 24.6 4.1

Ceded ... {263.6) (170.3) (56.5)
Net premiums and other considerations ............ T, $4,122.3 $3,996.4  $3,937.6
Benefits, claims and settlement expenses:

Direct ... e $5,760.3  $5,387.8  $5,296.1

Assumed ... . 7.4 1.9 (1.3)

Ceded ... (225.6) (157.4) (33.9)
Net benefits, claims and settlement expenses................ $5,482.1  $5,232.3  $5,260.9

Guaranty-Fund Assessments

Guaranty-fund assessments are accrued for anticipated assessments, which are estimated using data
available from various industry sources that monitor the current status of open and closed insolvencies. The
Company has also established an other asset for assessments expected to be recovered through future
premium tax offsets.

Separate Accounts

The separate account assets and liabilities presented in the consolidated financial statements represent
the fair market value of funds that are separately administered by the Company for contracts with equity, real
estate and fixed-income investments. Generally, the separate account contract owner, rather than the
Company, bears the investment risk of these funds. The separate account assets are legally segregated and are
not subject to claims that arise out of any other business of the Company. The Company receives a fee for
administrative, maintenance and investment advisory services that is included in the consolidated statements
of operations. Net deposits, net investment income and realized and unrealized capital gains and losses on the
Separate Accounts are not reflected in the consolidated statements of operations.

At December 31, 2001, the Separate Accounts included a separate account valued at $1.3 billion which
primarily included shares of the Company’s stock that were allocated and issued to eligible participants of
qualified employee benefit plans administered by the Company as part of the policy credits issued under the
Company’s demutualization. These shares are included in both basic and diluted earnings per share
calculations. The separate account shares are recorded at fair value and are reported as separate account assets
and separate account liabilities in the consolidated statement of financial position. Activity of the separate
account shares is reflected in both the separate account assets and separate account liabilities and does not
impact the Company’s results of operations.

Income Taxes

The Company files a U.S. consolidated income tax return that includes all of its qualifying subsidiaries
and has a policy of allocating income tax expenses and benefits to companies in the group generally based
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upon pro rata contribution of taxable income or operating losses. The Company is taxed at corporate rates on
taxable income based on existing tax laws. Current income taxes are charged or credited to operations based
upon amounts estimated to be payable or recoverable as a result of taxable operations for the current year.
Deferred income taxes are provided for the tax effect of temporary differences in the financial reporting and
income tax bases of assets and liabilities and net operating losses using enacted income tax rates and laws. The
effect on deferred tax assets and deferred tax liabilities of a change in tax rates is recognized in operations in
the period in which the change is enacted.

Foreign Exchange

Assets and liabilities of the Company’s foreign subsidiaries and affiliates denominated in non-U.S. doilars
are translated into U.S. dollar equivalents at the year-end spot foreign exchange rates. Resulting translation
adjustments are reported as a component of stockholders’ equity, along with any related hedge effects.
Revenues and expenses for these entities are translated at the weighted average exchange rates for the year.
Revenue, expense and other translation adjustments for foreign subsidiaries and affiliates with the U.S. dollar
as the functional currency and foreign currency transactions that affect cash flows are reported in current
operations, along with related hedge effects.

Pension and Postretivement Benefits

The Company accounts for its pension benefits and postretirement benefits other than pension (medical,
life insurance and long-term care) using the full accrual method. '

Property and Equipment

Property and equipment includes home office properties, related leasehold improvements, purchased and
internally developed software and other fixed assets. Property and equipment use is shown in the consolidated
statements of financial position at cost less allowances for accumulated depreciation. Provisions for deprecia-
tion of property and equipment are computed principally on the straight-line method over the estimated useful
lives of the assets. Property and equipment and related accumulated depreciation are as follows (in millions):

December 31,
2001 2000
Property and equipment ......... P $ 9320 $ 9246
Accumulated depreciation........... ... oo, e (413.8) (417.6)
Property and equipment, net. ....... ..o $ 5182 $ 507.0

Goodwill and Other Intangibles

Goodwill and other intangibles include the cost of acquired subsidiaries in excess of the fair value of the
tangible net assets recorded in connection with acquisitions. These assets are amortized on a straight-line basis
generally over 8 to 40 years. At December 31, 2001, the weighted-average amortization period for goodwill
and other intangibles was 22.4 years and 36.8 years, respectively. The carrying amounts of goodwill and other
intangibles are reviewed periodically for indicators of impairment in value, which in the view of management
are other than temporary, including unexpected or adverse changes in the economic or competitive
environments in which the Company operates and profitability analyses on the relevant subsidiary. If facts and
circumstances suggest that a subsidiary’s goodwill and other intangibles are impaired, the Company
determines whether the sum of the estimated undiscounted future cash flows of the subsidiary are less than the
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carrying value. If the undiscounted future cash flows are less than the carrying value, an impairment loss is
recognized for the excess of the carrying amount of assets over their fair value.

Goodwill and other intangibles, and related accumulated amortization, are as follows (in millions):

December 31,

. 2001 2000
Goodwill ... $ 5162 § 6482
Other intangibles ......... ... e B 852.7 818.8

' 1,368.9 1,467.0
Accumulated amortization ........... ... ... 0 (146.5) ©  (SL.1)
Total goodwill and other intangibles, net ............................. $1,228.4  $1,375.9

Effective January 1, 2002, the Company will adopt a non-amortization, impairment-only approach for
goodwill and indefinite-lived intangible assets based on new accounting guidance issued in 2001 described later
in Note 1.

Premiums Due and Other Receivables

Premiums due and other receivables include life and health insurance premiums due, reinsurance
recoveries, guaranty funds receivable or on deposit, receivables from the sale of securities and other
receivables.

Mertgage Loan Servicing Rights

Mortgage loan servicing rights represent the cost of purchasing or originating the right to service
mortgage loans. These costs are capitalized and amortized to operations over the estimated remaining lives of
the underlying loans using the interest method and taking into account appropriate prepayment assumptions.
Capitalized mortgage loan servicing rights are periodically assessed for impairment, which is recognized in the
consolidated statements of operations during the period in which impairment occurs by establishing a
corresponding valuation allowance. For purposes of performing its impairment evaluation, the Company
stratifies the servicing portfolio on the basis of specified predominant risk characteristics, including loan type
and note rate. A valuation model is used to determine the fair value of each stratum. Cash flows are calculated
using an internal prepayment model and discounted at a spread to London Inter-Bank Offer Rates. External
valuations are obtained for comparison purposes.

Activity in the valuation allowance for mortgage loan servicing rights is summarized as follows (in

millions): _
For the year ended December 31,
2001 2000 1999
Balance at beginning of year ........... ... . ... . e $ 23 $ 29 $ 56.1
IMpairments. . . ..o vt e e L 196.0 .1 17
ReCOVETIES ..ot i e e (6.2) (1.7) (54.9)
Balance atend of year ........... ... i $198.1 $ 2.3 $ 29

During 2001, impairments reflect the results of increased mortgage loan prepayments due to the
continued reduction in market interest rates during the year.
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Other Assets

Included in other assets are certain assets pending transfer or novation that are carried at fair value (see
Note 2). The remainder of other assets are reported primarily at cost.

Earnings Per Share

Basic earnings per share is calculated by dividing income available to common stockholders by the
weighted average number of common shares outstanding for the period and excludes the dilutive effect of
stock options. The calculation of diluted earnings per share reflects the dilution that would have occurred had
the stock options been exercised, resulting in the issuance of common stock.

Reclassifications

Reclassifications have been made to the 1999 and 2000 consolidated financial statements to conform to
the 2001 presentation.

Accounting Pronouncements Pending Adoption

In August 2001, the FASB issued SFAS No. 144, Accounting for the Impairment or Disposal of Long-
Lived Assets (“SFAS 144”). This Statement supersedes SFAS No. 121, Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to be Disposed of, and amends Accounting Principles Board
(“APB”) Opinion No. 30, Reporting the Results of Operations — Reporting the Effects of Disposal of a
Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions
(“Opinion 30”), establishing a single accounting model for the disposal of long-lived assets. SFAS 144
generally retains the basic provisions of existing guidance, but broadens the presentation of any discontinued
operations to include a component of an entity (rather than a segment of a business as defined in Opinion 30).
The provisions of SFAS 144 are effective for fiscal years beginning after December 15, 2001, and are not
expected to have a significant impact on the Company’s consolidated financial statements.

In June 2001, the FASB issued SFAS No. 141, Business Combinations (“SFAS 141”), and SFAS
No. 142, Goodwill and Other Intangible Assets (“SFAS 142”). SFAS 141 requires that the purchase method
of accounting be used for all business combinations initiated after June 30, 2001. SFAS 141 also includes
guidance on the initial recognition and measurement of goodwill and other intangible assets arising from
business combinations completed after June 30, 2001. SFAS 142, effective January 1, 2002, prohibits the
amortization of goodwill and intangible assets with indefinite useful lives. Intangible assets with finite useful
lives will continue to be amortized over their estimated useful lives. In 2001, the Company’s amortization
expense for goodwill and intangible assets was $54.7 million, of which $48.5 million will not continue after
January 1, 2002. Additionally, SFAS 142 requires that goodwill and indefinite-lived intangible assets be
reviewed for impairment at least annually. This includes a more stringent impairment test methodology (fair
value based on discounted cash flows) for measuring and recognizing impairment losses. The Company has
estimated the impairment amount that will result from the adoption of SFAS 142 on January 1, 2002, and
expects an after-tax impairment of approximately $300 million. The impairment will be recognized in the
Company’s first quarter 2002 consolidated financial statements as a cumulative effect of a change in
accounting principle.
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Mergers and Acquisitions

During the past three years, the Company has acquired a number of businesses, all of which were
recorded using the purchase method of accounting. Accordingly, the results of operations of the acquired
companies have been included in the consolidated results from their respective acquisition dates.

The Company made various acquisitions during 2001 at purchase prices aggregating $12.0 millio‘n. Such
acquired companies had total assets at December 31, 2001, and total 2001 revenue of $13.3 million and
$3.9 million, respectively.

During 2000, various acquisitions of joint ventures were made by the Company at purchase prices
aggregating $27.4 million. During 2000, the Company included $(2.0) million in net investment income
representing the Company’s share of current year net losses of the acquired joint ventures. These joint
ventures are part of the unconsolidated entities described in Note 1.

On August 31, 1999, the Company acquired the outstanding stock of several companies affiliated with
Bankers Trust Australia Group (“Acquired Companies”) from Deutsche Bank AG at a purchase price of
$1,445.6 million. In connection with the acquisition, the Company and Deutsche Bank AG agreed to the sale
of the investment banking operations of the Acquired Companies to Macquarie Bank Limited, with net
proceeds of $63.7 million from this transaction being included in the acquired assets.

The purchase price and $9.4 million of direct acquisition costs have been allocated to the assets acquired
and liabilities assumed based on their respective fair market values at the acquisition date. The allocation
included identifiable intangibles represented by management rights for the funds management business and
the brand name of $897.4 million and $38.5 million of workforce intangibles, with $408.6 million of resulting
goodwill, which are being amortized on a straight-line basis over 40, 8 and 25 years, respectively. Refinements
in the allocation were made in 2000 as accounting completion and valuation studies were finalized.

Completion of the sale of the investment banking operations required the transfer or novation to
Macquarie Bank Limited of the investment banking assets and liabilities of the Acquired Companies. The
bulk of these were statuforily transferred on August 3, 1999, pursuant to the procedures laid down in the
Financial Sector (Transfers of Business) Act (“the Act”) of the Commonwealth of Australia. Certain assets
and liabilities which are governed by a law other than that of Australia, or which the Act does not address,
were excluded from the statutory transfer. For these assets and liabilities it has been necessary to effect
individual transfers or novations, in some cases with the agreement of the relevant customers or counterpar-
ties. Pending such transfers or novations, the Company agreed, as part of the sale of the investment banking
operations, that these assets and liabilities will remain in the name of one of the Acquired Companies, but all
economic risks and benefits associated with them will be assumed and a related indemnification provided by
Macquarie Bank Limited. In addition, the Company may rely upon Deutsche Bank AG to ensure that the
Company does not suffer any claim or loss related to the investment banking operations sold, including the
assets and liabilities, respectively, that will remain in the name of the Acquired Companies pending transfer or
novation. These assets and liabilities which remain in the name of one of the Acquired Companies and
aggregated $148.3 million and $53.8 million, respectively, at December 31, 2001, are reported at fair value and
included in other assets and other liabilities in the Company’s consolidated statement of financial position,
with a net payable to Deutsche Bank AG of $94.5 million. At December 31, 2000, these assets and liabilities
aggregated $424.1 million and $122.8 million, respectively, with a net payable to Macquarie Bank Limited of
$204.5 million and a net payable to Deutsche Bank AG of $96.8 million.

On November 24, 1999, the Company purchased all of the outstanding units of BT Hotels in response to
a hostile buyout offer. At that time, the intent of the Company’s management was to immediately resyndicate
the trust or resell the trust properties, therefore, the Company recorded 100% ownership of BT Hotels under
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the cost method. As of December 31, 2001, all due diligence and active bids to sell were ceased and BT Hotels
was fully consolidated into the Company’s financial statements, which did not have a material impact on total
assets and revenue.

During 1999, various other acquisitions were made by the Cdmpany at purchase prices aggregating
$121.5 million. Such acquired companies had total assets of $126.9 million at December 31, 1999, and total
revenue of $11.2 million during 1999.

Divestitures

On November 30, 2001, the Company announced it had entered into an agreement to sell its remaining
stake of approximately 15.0 million shares of Coventry Health Care, Inc. common stock. The transaction was
completed in the first quarter of 2002 (see Note 19 for details of the transaction). Effective April 1, 1998, the
Company transferred substantially all of its managed care operations to Coventry Corporation in.exchange for
a non-majority ownership position in the resulting entity, Coventry Health Care, Inc. In September 2000, the
Company sold a portion of its equity ownership position, which reduced its ownership to approximately 25%
and resulted in a realized capital gain of $13.9 million, net of tax. The investment in Coventry Health Care,
Inc. was $146.0 million and $122.9 million at December 31, 2001 and 2000, respectively.

On September 25, 2001, the Company disposed of all the stock of PT Asuransi Jiwa Principal Indonesia,
a subsidiary in Indonesia. The Company currently has no business operations in Indonesia. Total assets of the
Company’s operations in Indonesia as of June 30, 2001, were $3.4 million. The Company included nominal
revenues and net loss from operations in Indonesia in the consolidated results of operations for the years ended
December 31, 2000 and 1999.

On February 15, 2001, the Company disposed of all the stock of Principal International Espafa, S.A. de
Seguros de Vida, a subsidiary in Spain, for nominal proceeds, resulting in a net realized capital loss of
$38.4 million, ceasing the business operations in Spain. Total assets of the operations in Spain as of
December 31, 2000, were $222.7 million. The Company included revenues of $49.4 million and $51.7 million
in the results of operations for the years ended December 31, 2000 and 1999, respectively. The Company
included a net loss of $1.2 million and net income of $0.9 million in the results of operations for the years
ended December 31, 2000 and 1999, respectively.

Beginning January 1, 2000, the Company ceased new sales of Medicare supplement insurance and
effective July 1, 2000, the Company entered into a reinsurance agreement to reinsure 100% of the Medicare
supplement insurance block of business. Medicare supplement insurance premiums were $98.4 million for the
six months ended June 30, 2000, and $164.6 million for the year ended December 31, 1999,

100




PRINCIPAL FENANCIAL GROUP, INC.
NOTES TG CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

3. Investments
Fixed Maturities and Equity Securities

i The cost, gross unrealized gains and losses and fair value of fixed maturities and equity securities
available-for-sale as of December 31, 2001 and 2000, are summarized as follows (in millions):

Gross Gross

unrealized unrealized
Cost gains losses Fair value
| December 31, 2001
Fixed maturities: ‘ , .
U.S. Government and agencies ............. $ 154 $ 61 $ 01 § 154
Foreign governments ...................... 876.5 53.0 3.2 926.3
States and political subdivisions ............. 302.1 20.1 4.7 317.5
Corporate —public ........ ... ... ... 13,049.2 513.6 160.4 13,402.4
Corporate — private .. .. ... vinn. 9,030.8 325.6 124.3 9,232.1
Mortgage-backed and other asset-backed
SECUTTHIES . ..ot e et 5,891.3 253.5 26.2 6,118.6
Total fixed maturities ..................... $29,165.3 $1,165.9  $318.9  $30,012.3
Total equity securities . .............c...... $ 8991 § 157 $8L2 § 8336
December 31, 2000 ’
Fixed maturities:
U.S. Government and agencies ............. $ 232 § 01 $ 02 $ 231
Foreign governments ...................... 895.7 27.5 5.3 917.9
States and political subdivisions ............. 2874 12.5 4.2 295.7
Corporate — public ....................... 9,027.2 219.5 129.4 9,117.3
Corporate —private. .. ............oin... 9,809.9 209.0 206.0 9,812.9
Mortgage-backed and other asset-backed
SECUMLIES . ... i i it 6,496.1 211.2 34.3 6,673.0
Total fixed maturities ..............vovin... $26,539.5 $ 679.8 $379.4 $26,839.9
Total equity securities .................... ... $ 8059 § 191.2 $254.2 $ 7429

The cost and fair value of fixed maturities available-for-sale at December 31, 2001, by expected maturity,
were as follows (in millions):

- Cost Fair value
Dueinone yearorless ....... ... $ 1,393.7 § 1,403.3
Due after one year through five years . ..................... ... ..... 10,646.0 16,977.3
Due after five years through ten years..................... ... ... ... 5,748.4 5,933.8
Due after ten years . ... e 5,485.9 5,579.3

23,274.0 23,893.7
Mortgage-backed and other asset-backed securities. .................. 5,891.3 6,118.6
Total .. e $29,165.3  $30,012.3
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3. Investments — (Continued)

The above summarized activity is based on expected maturities. Actual maturities may differ because
borrowers may have the right to call or pre-pay obligations.

Corporate private placement bonds represent a primary area of credit risk exposure. The corporate private {
placement bond portfolio is diversified by issuer and industry. The Company monitors the restrictive bond
covenants which are intended to regulate the activities of issuers and control their leveraging capabilities.

Net [nvestment Income

Major categories of net investment income are summarized as follows (in millions):
For the year ended December 31,

2601 2000 1999

Fixed maturities, available-for-sale ........................ $2,207.0 $1,880.7 $1,712.4
Equity securities, available-for-sale ........................ 277 726 462
Mortgage loans . ......... ... 884.2 1,022.9 LIl
Real estate ... ..ot i e e 178.2 171.3 187.5
Policy loans. . ....ov o 57.5 55.1 50.2
Cash and cash equivalents ...................... ... .. .... 327 323 259
Other . .. e 1i6.7 76.1 . 553

3,498.0 3,311.0 3,188.6
Less investment EXPenses .. ... oovvruerinnirie e (103.5) (138.7) (116.6)
Net investment inCome .. ........... i, $3,394.5 $3,172.3  $3,072.0

Net Realized Capital Gains and Losses

The major components of net realized capital gains (losses) on investments are summarized as follows
(in millions):
For the year ended December 31,

2001 2000 1999

Fixed maturities, available-for-sale:

Gross ZaINS .« . ittt e e $ 758 § 291 § 31.2

Gross 10SSES . . . oot {408.8) (155.0) (128.1)
Fixed maturities, trading:

GrosSs GAINS .. oottt e 6.9 — —

Gross losses . . ... PP 6.1) — —
Equity securities, available-for-sale:

Gross gains . ... e 9.4 84.2 408.7

GrOSS 10SSES « o vt vttt et e e e (76.93 (3.0) (25.7)
Mortgage 10ans . ... ... e 18.7 8.6 (8.4)
Real estate . ... e (19.8) 82.3 56.4
Other, including unrealized derivative gains (losses) ........... {196.0) 95.7 70.4
Net realized capital gains (losses) .......................... $(514.0) $ 1399 § 404.5
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3. Investments — {Continued)

Proceeds from sales of investments (excluding call and maturity proceeds) in fixed maturities were
$5.7 billion, $5.7 billion and $5.5 billion in 2001, 2000 and 1999, respectively. Of the 2001, 2000 and 1999
proceeds, $1.6 billion, $2.6 billion and $3.8 billion, respectively, relates to sales of mortgage-backed securities.
The Company actively manages its mortgage-backed securities portfolio to control prepayment risk. Gross
gains of $22.5 million, $2.0 million and $2.1 million and gross losses of $5.0 million, $40.1 million and
$60.3 million in 2001, 2000 and 1999, respectively, were realized on sales of mortgage-backed securities.

The Company recognizes impairment losses for fixed maturities and equity securities when declines in
value are other than temporary. Realized losses related to other than temporary impairments were $227.4 mil-
lion and $6.1 million in 2001 and 2000, respectively. There were no other than temporary impairments in 1999.

In December 2001, Enron Corp., along with certain of its subsidiaries, filed voluntary petitions for
Chapter 11 reorganization with the U.S. Bankruptcy Court. Included in the $227.4 million of realized losses in
2001 for other than temporary impairments, $71.9 million related to the Company’s exposure to Enron Corp.
and Enron related entities. Alse included in net realized capital gains and losses in 2001 was $65.8 million
related to the sale of Enron investments. As of December 31, 2001, the remaining carrying amount of the
Company’s investment in Enron Corp. and Enron related entities was $45.5 million.

On September 11, 2001, terrorist attacks in the U.S. resulted in significant loss of life and property, as
well as interruption of business activities and an overall disruption of the world economy. Some of the assets in
the Company’s investment portfolio may be adversely affected by further declines in the securities markets
and economic activity caused by the terrorist attacks and heightened security measures.

On December 31, 2001, the Company held corporate fixed maturity securities in the following sectors
impacted most significantly by the September 11, 2001 terrorist attacks (carrying amounts noted in
parenthesis): airlines ($245.9 million in public debt and $208.3 million in private debt), comprised mostly of
equipment trust certificate transactions secured by aircraft; airline manufacturers and equipment providers
($239.0 million), comprised of public and private unsecured debt; property and casualty insurance companies
($28.9 million), comprised of public unsecured debt; and hotels and gaming companies ($168.9 million),
comprised of public and private debt secured by hotel properties. As of December 31, 2001, the Company has
not recognized any related other-than-temporary impairment of these assets.

Net Unrealized Gains and Losses

The net unrealized gains and losses on investments in fixed maturities and equity securities available-for-
sale are reported as a separate component of equity, reduced by adjustments to deferred policy acquisition
costs and unearned revenue reserves that would have been required as a charge or credit to operations had
such amounts been realized and a provision for deferred income taxes.
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The cumulative amount of net unrealized gains and losses on available-for-sale securities is as follows (in

millions):
December 31,
2001 2000
Net unrealized gains on fixed maturities, available-for-sale(1) ............. $ §27.0 $283.9
Net unrealized losses on equity securities, available-for-sale, including seed
MONEY N SEPATALE ACCOUTIES . . v vt vvs et te e et e et e e et aee e (42.4) (48.9) ,
Adjustments for assumed changes in amortization patterns: !
Deferred policy acquisition costs ......... .. oo (104.6) (43.2) |
Unearned TeVENUE TESETVES .« . . ot vttt et et e e et et e e 7.2 2.8
Net unrealized losses on derivative instruments .. ..., (52.5) (6.7)
Provision for deferred income taxes......... .. i (214.4)  (58.0)
Net unrealized gains on available-for-sale securities ...................... $ 4203 $129.9

(1) Excludes net unrealized gains (losses) on fixed maturities, available-for-sale included in fair value
hedging relationships.
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Commereial Mortgage Loans.

Commercial mortgage loans represent a primary area of credit risk exposure. At December 31, 2001 and
2000, the commercial mortgage portfolio is diversified by geographic region and specific collateral property
type as follows (dollars in millions):

December 31,

2001 2000

Carrying Percent Carrying Percent

amoumnt of total amount Of total
Geographic distribution '
New England.................oooiiean. 8 3274 34% $ 4959 4.6%
Middle Atlantic.......... ... . . 1,606.3 16.5 1,664.9 15.5
East North Central .............................. 930.1 9.5 1,006.2 9.3
West North Central ............................. 3978 41 4399 4.1
South Atlantic....... ... i i 2,403.0 24.7 2,630.5 24.4
East South Central .............................. 3385 - 35 384.5 3.6
West South Central ............................. 769.0 7.9 886.4 8.2
Mountain . ........ .. 6377 = .65 600.2 5.6
Pacific. ... ... i Lo 2,421.3 24.8 2,774.8 25.7
Valuation allowance ................ . ...0ov.... 90.7) (0.9) (108.0) (1.0)
Total ... e $9,740.4  100.0% $10,775.3 100.0%
Property type distribution
Office ... o $3,252.5 33.4% $ 3,273.5 30.4%
Retail ... o e 3,186.5 31.9 3,612.7 33.5
Industrial ... . 2,948.9 30.3 3,381.6 314
ApPartments .. ....oouiiii i 349.8 3.6 419.7 3.9
HOEl e et 6.6 0.6 65.6 0.6
Mixed use/other .......... .. ... ... . ..., e 111.8° 1.1 130.2 1.2~
Valuation allowance . ..........ooouoieeeiinennn. (90.7) (0.9) (108.0) (1.0)
Total vt P $9,740.4  100.0% $10,775.3  100.0%

Mortgage loans on real estate are considered impaired when, based on current information and events, it
is probable that the Company will be unable to collect all amounts due according to contractual terms of the
loan agreement. When the Company determines that a loan is impaired, a provision for loss is established for
the difference between the carrying amount of the mortgage loan and the estimated value. Estimated value is
based on either the present value of the expected future cash flows discounted at the loan’s effective interest
rate, the loan’s observable market price or fair value of the collateral. The provision for losses is reported as a
net realized capital loss.

Mortgage loans deemed to be uncollectible are charged against the allowance for losses, and subsequent
recoveries are credited to the allowance for losses. The allowance for losses is maintained at a level believed
adequate by management to absorb estimated probable credit losses. Management’s periodic evaluation of the
adequacy of the allowance for losses is based on the Company’s past loan loss experience, known and inherent
risks in the portfolio, adverse situations that may affect the borrower’s ability to repay, the estimated value of
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the underlying collateral, composition of the loan portfolio, current economic conditions and other relevant
factors. The evaluation is inherently subjective as it requires estimating the amounts and timing of future cash
flows expected to be received on impaired loans that may change.

A summary of the changes in the commercial and residential mortgage loan allowance for losses is as
follows (in millions):

December 31,

2001 2000 1999
Balance at beginning of year ............ ... ..., $1104 $117.8  $113.0
Provision for 10SSes .. ... 11.2 5.4 9.2
Releases due to write-downs, sales and foreclosures . .............. (29.3) (12.8) (4.4)

Balance atend of year ........ ... ... .. . $ 923 $1104 $117.8

Residential Mortgage Banking Activities

The Company was servicing approximately 741,000 and 582,000 residential mortgage loans with
aggregate principal balances of approximately $80,530.5 million and $55,987.4 million at December 31, 2001
and 2000, respectively. In connection with these mortgage servicing activities, the Company held funds in trust
for others totaling approximately $508.9 million and $343.8 million at December 31, 2001 and 2000,
respectively. As of December 31, 2001, $457.1 million of the funds held in trust were held in the Company’s
banking subsidiary. In connection with its loan administration activities, the Company advances payments of
property taxes and insurance premiums and also advances principal and interest payments to investors in
advance of collecting funds from specific mortgagors. In addition, the Company makes certain payments of
attorney fees and other costs related to loans in foreclosure. These amounts receivable are recorded, at cost, as
advances on serviced loans. Amounts advanced are considéred in management’s evaluation of the adequacy of
the mortgage loan allowance for losses.

In June 2000, the Company, through its mortgage banking segment, created a special purpose bankruptcy
remote entity, Principal Residential Mortgage Capital Resources, LLC {(“PRMCR”), to provide an off-
balance sheet source of funding for the Company’s residential mortgage loan production. The Company sells
eligible residential mortgage loans to PRMCR, where they are warehoused until sold to the final investor. The
Company sold $38.0 billion and $5.3 billion in mortgage loans to PRMCR in 2001 and 2000, respectively. The
maximum amount of mortgage loans, which can be warehoused in PRMCR, has increased from $1.0 billion at
inception to $4.0 billion as of December 31, 2001. PRMCR held $3.0 billion in mortgage loans held for sale as
of December 31, 2001. The portfolio of loans held for sale by PRMCR must meet portfolio criteria, eligibility
representations, and portfolio aging limitations. Based on these eligibility representations, the Company is
required to repurchase ineligible loans from PRMCR.

PRMCR is capitalized by equity certificates owned by third party investors not affiliated with the
Company or its affiliates, directors or officers and thus, is not consolidated with the Company. The equity
holders bear the risk of loss on defaulted mortgages. At December 31, 2001, PRMCR had outstanding equity
certificates of $193.0 million. PRMCR also issues short-term secured liquidity notes as well as medium term
notes to provide funds for its purchase of mortgage loans from the Company. At December 31, 2001, PRMCR
had outstanding secured liquidity notes of $1.3 billion, three-year fixed term notes of $800.0 million and five-
year variable term notes of $800.0 million. All borrowings are collateralized by the assets of PRMCR.

The Company paid a commitment fee to PRMCR based on the overall warehouse limit. PRMCR used a
portion of the fee to fund a cash collateral account maintained at PRMCR. These funds are available as
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additional collateral to cover credit related losses on defaulted loans. The balance in the account was
$24.0 million at December 31, 2001. Any remaining amounts in the cash collateral account will be returned to
the Company upon the termination of PRMCR. This right to the return of the cash collateral amount is
reflected in other assets on the Company’s consolidated statements of financial position.

The Company maintains a right to the servicing of the mortgage loans held by PRMCR and upon the sale
" of the majority of the mortgage loans to the final investors. In addition, the Company performs certain
secondary marketing, accounting and various administrative functions on behalf of PRMCR. As servicer, the
Company receives a monthly servicing fee, and may receive an excess servicing fee if funds are available
within PRMCR. Additionally, as servicer the Company is required to advance to PRMCR those payments
due from borrowers, but not received, as of specified cut-off dates. The Company received $12.6 million and
$2.2 million in servicing fees from PRMCR in 2001 and 2000, respectively.

In order to hedge interest rate risk and non-credit related market value risk associated with its inventory
of mortgage loans held for sale, PRMCR entered into swaps with counterparties not affiliated with the
Company or PRMCR. The swap counterparties are required to maintain certain minimum ratings as approved
by the rating agencies. Through separate swap agreements with the swap counterparties that mirror the
original swaps with PRMCR, the interest rate risk and non-credit related market value components are
swapped back to the Company.

In October 2000, the Company, through its mortgage banking segment, created a wholly-owned,
unconsolidated qualifying special purpose entity, Principal Residential Mortgage Funding, LLC (“PRMF”),
to provide an off-balance sheet source of funding for up to $250.0 million of qualifying delinquent mortgage
loans. The limit was increased to $357.0 million in December 2001. The Company sells qualifying delinquent
loans to PRMF which then transfers the loans to Principal Residential Mortgage EBO Trust (“Trust”), an
unaffiliated Delaware business trust. The Trust funds its acquisitions of the mortgage loans by selling
participation certificates, representing an undivided interest in the Trust, to commercial paper conduit
purchasers, who are not affiliated with the Company or any of its affiliates, directors or officers. At
December 31, 2001, PRMF held $273.5 million in mortgage loans and had outstanding participation
certificates of $256.9 million.

Mortgage loans typically remain in the Trust until they are processed through the foreclosure claim
process, are paid-off or reinstate. Loans that reinstate are no longer eligible to remain in the Trust and are
required to be removed by the Company at fair market value at the monthly settlement date following
reinstatement.

The Company is retained as the servicer of the mortgage loans and also performs accounting and various
administrative functions on behalf of PRMF, in its capacity as the managing member of PRMF. As the
servicer, the Company receives.a servicing fee pursuant to the pooling and servicing agreement. The Company
may also receive a successful servicing fee only after all other conditions in the monthly cash flow distribution
are met. At December 31, 2001, the Company’s residual interest in such cash flows was $21.5 million and was
recorded in other investments on the Company’s consolidated statements of financial position. The value of
the residual interest was based on the net present value of expected cash flows from PRMF, as well as -
estimates of foreclosure losses associated with the related loans. The Company is required to advance funds for
payvment of interest on the participation certificates and other carrying costs, if sufficient cash is not available
in the collection account to meet this obligation.

The Company and the Trust are parties to a cost of funds hedge agreement. The Company pays the
weighted average cost of funds on the participation certificates plus fees and expenses and receives the
indicated swap bid rate, subject to a cap. :
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Real Estate '

Real estate holdings and related accumulated depreciation are as follows (in millions):
December 31,

2001 2000
Investment real eState .. ... vt e e e $ %051 § 8222
Accumulated depreciation. ...t e (114.1) (117.1)

791.9 705.1
Properties held forsale ........ ... ... i i 390.8 695.4
Real estate, Met. ... .ttt i et e e $1,181.8  $1,400.5

Other Investments

Other investments include minority interests in unconsolidated entities and properties owned jointly with
venture partners and operated by the partners. Joint ventures in which the Company has an interest have
mortgage loans with the Company of $347.7 million and $612.1 million at December 31, 2001 and 2000,
respectively. The Company is committed to providing additional mortgage financing for such joint ventures
aggregating $171.8 million and $71.5 million at December 31, 2001 and 2000, respectively.

4, Securitization Transactions
Commercial Mortgage Loans

The Company sells commercial mortgage loans in securitization transactions and retains primary
servicing responsibilities and other interests. The Company receives annual servicing fees approximating
0.01 percent, which approximates cost. The investors and the securitization trusts have no recourse to the
Company’s other assets for failure of debtors to pay when due. The value of the Company’s retained interests
is subject primarily to credit risk.

In 2001 and 2000, the Company recognized gains of $18.3 million and $0.7 million, respectively, on the
securitization of commercial mortgage loans.

Key economic assumptions used in measuring the retained interests at the date of securitization resulting
from transactions completed included a cumulative default rate between four and eight percent during 2001
and between five and eight percent during 2000. The assumed range of the loss severity, as a percentage of
defaulted loans, was between 12 and 25 percent during 2001 and between 13 and 25 percent during 2000. The
low end of the loss severity range relates to a portfolio of seasoned loans. The high end of the loss severity
range relates to a portfolio of newly issued loans.

At December 31, 2001, the fair values of retained interests related to the securitizations of commercial
mortgage loans were $170.5 million. Key economic assumptions and the sensitivity of the current fair values of
residual cash flows were tested to one and two standard deviations from the expected rates. The changes in the

' fair values at December 31, 2001, as a result of these assumptions were not significant.

Residential Mortgage Loans

The Company sells residential mortgage loans and retains servicing responsibilities pursuant to the terms
of the applicable agreements. The Company receives annual servicing fees approximating 0.4 percent of the
outstanding principal balances on the underlying loans. These sales are generally transacted on a non-recourse
basis. The value of the servicing rights is subject to prepayment and interest rate risks on the transferred assets.
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In 2001 and 2000, the Company recognized gains of $218.8 million and $9.4 million, respectively, on the
sales of residential mortgage loans.

The key economic assumptions used in determining the fair value of mortgage servicing rights at the date
of loan sale for sales completed in 2001 and 2000 were as follows:

2001 2000
Weighted average life (YEArs) ... ......oririr ittt 7.84 6.87
Weighted average prepayment speed .. ......... ... i .. 948% 11.81%
Yield to maturity diSCOUNt TAte . ... ...ttt e 7.45% 10.74%

Prepayment speed is the constant prepayment rate that results in the weighted average life disclosed
above. ‘

At December 31, 2001, key economic assumptions and the sensitivity of the current fair value of the
mortgage servicing rights to immediate 10 and 20 percent adverse changes in those assumptions are as follows
(dollars in millions):

Fair value of mortgage servicing rights .................... PR P $1,811.0
Expected weighted average life (inyears) .............. ..o 6.8
Prepayment speed .. ... o . 11.10%
Decrease in fair value of 10% adverse change ........................... I $ 67.3
Decrease in fair value of 20% adverse change ............. ... ... .. L. $ 1289
Yield to maturity diSCount rate .. ...... ... i e 8.86%
Decrease in fair value of 10% adverse change ......... ... ... ... .. ... ..., $ 138.0
Decrease in fair value of 20% adverse change ............ ... ... ... ... ....... $ 260.1

These sensitivities are hypothetical and should be used with caution. As the figures indicate, changes in
fair value based on a 10% variation in assumptions generally cannot be extrapolated because the relationship of
the change in the assumption to the change in fair value may not be linear. Also, in the above table, the effect
of a variation in a particular assumption on the fair value of the servicing rights is calculated independently
without changing any other assumption. In reality, changes in one factor may result in changes in another,
which might magnify or counteract the sensitivities. For example, changes in prepayment speed estimates
could result in changes in the discount rate.

Margin Lending

The Company sells loans under its margin loan securitization program and retains primary servicing
responsibilitics and subordinated interests. The Company receives servicing distributions approximating
0.3 percent of the outstanding balance and rights to future cash flows through an excess distribution from the
trust, representing the balance remaining after all interest and fees of the trust have been accounted for. The
Company’s retained interests are subordinated to investors’ interests. Retained interests equate to 7% of the
outstanding loan balances, of which the Company earns a return of 2.0% over the Australian 30 day Bank Bill
swap rate. The investors and the securitization trusts have no recourse to the Company’s other assets for
failure of debtors to pay when due. The value of the Company’s retained interests is subject to market risk and
all positions are primarily hedged. No gains or losses on the transaction have been realized to date.

The fair values of the retained interests, $37.8 million at December 31, 2001, are based upon the
Company’s relative ownership percentage of the outstanding loan balances. At December 31, 2001, the
Company utilized the present value of expected future cash flows as a valuation technique to assess the
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sensitivity of the fair values of retained interests. Key economic assumptions used in measuring the retained
interests included interest margin, credit losses, terminations and discount rates, and the resulting changes to
the fair values were not significant.

Securitization Transactions Cash Flow

The table below summarizes cash flows for securitization transactions and cash flows received from and
paid to securitization trusts (in millions):

For the year ended December 31,

__ 2000 2000
Proceeds from new securitizations .. ...............oovuernnn.. $39,252.1 $9,658.2
Proceeds from advances on margin loans previously securitized . . .. 86.4 16.1
Servicing fees received .......... ... 309.5 2393
Other cash flows received on retained interests .................. 61.4 42.8

S. Derivatives Held or Issued for Purposes Other Than Trading

Derivatives are generally held for purposes other than trading and are primarily used to hedge or reduce
exposure to interest rate and foreign currency risks associated with assets held or expected to be purchased or
sold, and liabilities incurred or expected to be incurred. Additionally, derivatives are used to change the
characteristics of the Company’s asset/liability mix consistent with the Company’s risk management
activities.

The Company’s risk of loss is typically limited to the fair value of its derivative instruments and not to the
notional or contractual amounts of these derivatives. Risk arises from changes in the fair value of the
underlying instruments. The Company is also exposed to credit losses in the event of nonperformance of the
counterparties. The Company’s current credit exposure is limited to the value of derivatives that have become
favorable to the Company. This credit risk is minimized by purchasing such agreements from financial
institutions with high credit ratings and by establishing and monitoring exposure limits.

The Company’s derivative transactions are generally documented under International Swaps and
Derivatives Association, Inc. Master Agreements. Management believes that such agreements provide for
legally enforceable set-off and close out netting of exposures to specific counterparties. Under such
agreements, in connection with an early termination of a transaction, the Company is permitted to set off its
receivable from a counterparty against its payables to the same counterparty arising out of all included
transactions.
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The notional amounts and credit exposure of the Company’s denvatwe financial instruments by type are
as follows (in millions):

December 31,

2001 2000
Notional amounts of derivative instruments with regard to
U.S. operations

Foreign CUImency SWaps . . ..o oo vttt iiiee e enns $ 40919 § 2,745.0
Interest rate floors . .............. T e 3,400.0 2,450.0
Interest rate swaps . ...... ... .. i e 3,522.5 2,391.5
Mortgage-backed forwards and options . ............ ... ... P 9,258.7 1,898.3
Swaptions .......... A 3,570.0 697.7
Bond forwards........... e O PP 357.4 —
Interest rate lock commitments ....... e e . 2,565.9 —
Call options. ... 30,0 30.0
U.S. Treasury futures ......... 0ot 186.6 183.2
Currency forwards . ... I 380.0 39.4
Treasury rate guarantees ............. PR 88.0 60.0
Other.....ooeei e P 25.0 —

27,468.0 10,495.1
Notional amounts of derivative instruments with regard to E
imternational operations

Foreign CUrTenCy SWapPS .« ... it vttt ettt e i ee e e e 134 +  665.0
Interest rate SWaPS . ...t i e e — 665.0
Currency forwards ...... ... .. e — 380.0

. 134 1,710.0
Total notional amounts atend of year.............................. $27,481.4  $12,205.1

Credit exposure of derivative instruments with regard te
U.S. operations

Foreign currency SWaps . ... .oviiiiiiii e $ 1011 § 453
Interest rate floors ... ... 13.2 20.0
Interest Tate SWaAPS . . vttt e 78.4 14.1
Mortgage-backed forwards and optlons ............................. 41.7 —
SWaptions . .. ... 8.7 11.8
Call options. .................. I 8.9 12.3
Currency forwards ... ... ... o P 55.3 5.5
OtNeT . o 0.1 —

307.4 109.0

Credit exposure of derivative instruments with regard to
international operations

FOreign CUITEICY SWAPS « - ..ottt ettt e e ettt e e e e e e eeens — 28.4
Interest rate swaps . .................: e — 39.1
Currency forwards .. ... ... e e — 26.2

= 93.7
Total credit exposure at end of Year ................oouoeeeneion.. $ 3074 $ 202.7
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The net interest effect of interest rate and currency swap transactions is recorded as an adjustment to net
investment income or interest expense, as appropriate, over the periods covered by the agreements. The cost of
derivative instruments related to residential mortgage loan servicing rights is included in the basis of the
derivatives. These derivatives are marked-to-market with the changes in market value reported in operating
expenses on the consolidated statements of operations.

The fair value of the Company’s derivative instruments, identified as hedges and classified as assets at
December 31, 2001, was $409.9 million. Of this amount, the fair value of derivatives related to investment
hedges was $100.8 million and was reported with other invested assets on the consolidated statement of
financial position. The fair value of derivatives related to residential mortgage loan servicing rights and
residential mortgage loans was $182.3 million and the fair value of derivatives related to debt serviced by
Australian dollars was $126.8 million. Both are reported with other assets on the consolidated statement of
financial position. The fair value of derivative instruments classified as liabilities at December 31, 2001, was
$449.7 million and was reported with other liabilities on the consolidated statement of financial position.

Fair Value Hedges

The Company uses fixed-to-floating rate interest rate swaps to more closely align the interest rate
characteristics of certain assets and liabilities. In general, these swaps are used in asset and liability
management to modify duration.

The Company also enters into currency exchange swap agreements to convert certain foreign denomi-
nated assets and liabilities into U.S. dollar floating-rate denominated instruments to eliminate the exposure to
future currency volatility on those items.

In 2001, the Company recognized a pre-tax net gain of $95.5 million relating to its fair value hedges. This
includes a net gain of $151.7 million related to the ineffective portion of its fair value hedges of residential
mortgage loan servicing rights and a net loss of $43.6 million related to the change in the value of the servicing
hedges that was excluded from the assessment of hedge effectiveness. The net gain on servicing hedges was
reported with operating expenses on the consolidated statement of operations. The net gain of $95.5 million
also includes a net loss of $12.6 million related to the ineffective portion of the Company’s investment hedges,
which was reported with net realized capital gains (losses) on the consolidated statement of operations.

Cash Flow Hedges
The Company also utilizes floating-to-fixed rate interest rate swaps to match cash flows.

The Company enters into currency exchange swap agreements to convert both principal and interest
payments of certain foreign denominated assets and liabilities into U.S. dollar denominated fixed-rate
instruments to eliminate the exposure to future currency volatility on those items.

In 2001, the Company recognized a $5.8 million after-tax decrease in value related to cash flow hedges in
accumulated other comprehensive income. During this time period, none of the Company’s cash flow hedges
have been discontinued because it was probable that the original forecasted transaction would not occur by the
end of the originally specified time period. The Company has not reclassified amounts from accumulated
comprehensive income into earnings in the past twelve months, and it does not expect to reclassify any
amounts in the next twelve months.

In most cases, zero hedge ineffectiveness for cash flow hedges is assumed because the derivative
instrument was constructed such that all terms of the derivative match the hedged risk in the hedged item. As
a result, the Company has recognized an immaterial amount in earnings due to cash flow hedge
ineffectiveness.
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The transition adjustment for the adoption of SFAS 133 resulted in a decrease to other comprehensive
income of $36.9 million ($24.0 million after tax) representing the accumulation in other comprehensive
income of the effective portion of the Company’s cash flow hedges as of January 1, 2001. In 2001, $8.9 million
($5.8 million after tax) of loss representing the effective portion of the change in fair value of derivative
instruments designated as cash flow hedges decreased accumulated other comprehensive income resulting in
an ending balance of $(45.8) million ($(29.7) million after tax) at December 31, 2001. '

Derivatives Not Designated as Hedging Instruments

The Company attempts to match the timing of when interest rates are committed on insurance products,
residential mortgage loans and other new investments. However, timing differences may occur and can expose
the Company to fluctuating interest rates. To offset this risk, the Company uses mortgage-backed forwards,
over-the-counter options on mortgage-backed securities, U.S. Treasury futures contracts, options on Treasury
futures, Treasury rate guarantees and interest rate floors to economically hedge anticipated transactions and to
manage interest rate risk. Futures contracts are marked-to-market and settled daily, which minimizes the
counterparty risk. Forward contracts are marked-to-market no less than quarterly. The Company’s interest
rate lock commitments on residential mortgage loans are also accounted for as derivatives.

Occasionally, the Company will sell a callable investment-type contract and may use interest rate
swaptions or similar instruments to transform the callable liability into a fixed term liability. In addition, the
Company may sell an investment-type contract with attributes tied to market indices in which case the
Company writes an equity call option to convert the overall contract into a fixed rate liability, essentially
eliminating the equity component altogether.

Although the above-mentioned derivatives are effective hedges from an economic standpoint, they do not
meet the requirements for hedge accounting treatment under SFAS 133. As such, periodic changes in the
market value of these instruments flow directly into net income. In 2001, gains of $68.3 million were
recognized in income from market value changes of derivatives not receiving hedge accounting treatment.

6. Closed Block

In connection with its 1998 MIHC formation, Principal Life formed a Closed Block to provide reasonable
assurance to policyholders included therein that, after the formation of the MIHC, assets would be available
to maintain dividends in aggregate in accordance with the 1997 policy dividend scales, if the experience
underlying such scales continued. Assets of Principal Life were allocated to the Closed Block in an amount
that produces cash flows which, together with anticipated revenue from policies and contracts included in the
Closed Block, were expected to be sufficient to support the Closed Block policies, including but not limited to,
provisions for payment of claims, certain expenses, charges and taxes, and to provide for continuation of policy
and contract dividends in aggregate in accordance with the 1997 dividend scales, if the experience underlying
such scales continues, and to allow for appropriate adjustments in such scales, if such experience changes. Due
to adjustable life policies being included in the Closed Block, the Closed Block is charged with amounts
necessary to properly fund for certain adjustments, such as face amount and premium increases, that are made
to these policies after the Closed Block inception date. These amounts are referred to as Funding Adjustment
Charges and are treated as capital transfers from the Closed Block.

Assets allocated to the Closed Block inure solely to the benefit of the holders of policies included in the
Closed Block. Closed Block assets and liabilities are carried on the same basis as similar assets and liabilities
held by the Company. Principal Life will continue to pay guaranteed benefits under all policies, including the
policies within the Closed Block, in accordance with their terms. If the assets allocated to the Closed Block,
the investment cash flows from those assets and the revenues from the policies included in the Closed Block,
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including investment income thereon, prove to be insufficient to pay the benefits guaranteed under the policies
included in the Closed Block, Principal Life will be required to make such payments from its general funds.
No additional policies were added to the Closed Block, nor was the Closed Block affected in any other way, as
a result of the demutualization.

A policyholder dividend obligation is required to be established for earnings in the Closed Block that are
not available to shareholders. A model of the Closed Block was established to produce the pattern of expected
earnings in the Closed Block (adjusted to eliminate the impact of related amounts in accumulated other
comprehensive income). If actual cumulative earnings of the Closed Block are greater than the expected
cumulative earnings of the Closed Block, only the expected cumulative earnings will be recognized in income
with the excess recorded as a policyholder dividend obligation. This policyholder dividend obligation
represents undistributed accumulated earnings that will be paid to Closed Block policyholders as additional
policyholder dividends unless offset by future performance of the Closed Block that is less favorable than
originally expected. If actual cumulative performance is less favorable than expected, only actual earnings will
be recognized in income. At December 31, 2001, cumulative actual earnings, including consideration of net
unrealized gains, has been less than cumulative expected earnings. Therefore, no policyholder dividend
obligation has been recognized.
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Closed Block liabilities and assets designated to the Closed Block are as follows:

December 31,
2001 2000
(in millions)

Closed Block liabilities

Future policy benefits and claims....................cooevoinn. ..., $5,2487 $5,051.5
Other policyholder funds . . ... ... i 28.3 4.8
Policyholder dividends payable .. ........ ... .. ... ... 376.6 402.2
Other liabilities. . . ... . i e 11.8 22.6
Total Closed Block liabilities ............. ... .. i, 5,657.4 5,481.1
Assets designated to the Closed Block
Fixed maturities, available-for-sale ............ ... 2,466.3 2,182.2
Equity securities, available-for-sale ............ ... ... . ... ... ... 234 —
Mortgage 10ans . . ... oo e 88C.¢ 919.4
Real estate . ... ... i e — 0.2
POLICY 10ANS . . .ottt e 792.5 770.0
Other INVESTMENTS . . ..ottt et e e 6.9 1.1
Total Investments . .. ... 4,169.1 3,872.9
Cash and cash cquivalchts (deficit) . ... ... (8.0) 22.7
Accrued investment iNCOME ... ... ..o er i 77.2 72.3
Deferred tax asset ...t -80.8 97.8
Premiums due and other receivables .. ............. ... . ... .. . ... 33.3 33.8
Total assets designated to the Closed Block . ...................... 4,352.4 4,099.5
Excess of Closed Block liabilities over assets designated to the Closed
BloCK . o 1,305.0 1,381.6
Amounts included in other comprehensive income ..................... 43.6 27.2

Maximum future earnings to be recognized from Closed Block assets and
Habilities .. ... ... $1,348.6  §$1,408.8
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Closed Block revenues and expenses were as follows:

For the year ended December 31,
2001 2000 1999
(in millions)

Revenues
Premiums and other considerations ........................ $ 7421 $ 7524 $ 764.4
Net investment inCome .. .......cotn e, 311.8 289.9 269.2
Net realized capital losses.............. oo .. (19.7) (4.9) (2.0)
Total revenues . ............ .. 1,034.2 1,037.4 1,031.6
Expenses
Benefits, claims, and settlement expenses . .................. 614.4 601.2 614.6
Dividends to policyholders ............ ... ... ... ... 305.8 307.7 295.9
Operating eXpenses .. ......ouuurinnr et 12.7 13.6 13.2
Total expenses . ... 932.9 922.5 923.7
Closed Block revenue, net of Closed Block expenses, before
IMCOME TAXES . o o vttt e et et et e e et e e ina e 161.3 1149 . 1079
INCOME tAXES ...ttt 335 38.4 37.0
Closed Block revenue, net of Closed Block expenses and
IMCOME LAXES . . .\ttt ettt e e ans 67.8 76.5 70.9
Funding adjustment charges ................c... i, (7.6) (12.0) (12.2)
Closed Block revenue, net of Closed Block expenses, income
tax and funding adjustment charges ..................... $ 602 § 645 § 587

The change in maximum future earnings of the Closed Block was as follows:
December 31,

2001 2000
(in millions)
Beginning of year . ........ o $1,408.8 $1,473.3
End of year . .. .. o 1,348.6 1,408.8
Change in maximum future €arnings. .............ooveeeiiineeeennn... $ (60.2) § (64.5)

Principal Life charges the Closed Block with federal income taxes, payroll taxes, state and local premium
taxes and other state or local taxes, licenses and fees as provided in the plan of reorganization.
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7. Deferred Policy Acquisition Costs

Policy acquisition costs deferred and amortized in. 2001, 2000 and 1999 are as follows (in millions):

December 31,

2001 2000 1999
Balance at beginning of year .................. i $1,333.3  $1,430.9  $1,104.7
Cost deferred during the year .......... ... ... ... ... . v, 261.7 263.9 253.9
Amortized to expense during the year ......... ... ... . ... ..., - (159.9) (238.6) = (173.8)
Effect of unrealized (gains) losses ........... v inn... (62.6) (122.9) 246.1

Balance at end of year ...... ... ... ... . i $1,372.5 $1,333.3 $1,430.9

8. Insurance Liabilities
Contractholder Funds

Major components of contractholder funds in the consolidated statements of financial position, are
summarized as follows (in millions):

December 31,

2001 . 2000

Liabilities for investment-type contracts: ’ '
Guaranteed investment contracts .. ............c.oeiiiiiiinenaron. $14,123.5 $14,779.6
U.S. funding agreements . ... ...ttt 307.1 772.1
" International funding agreements backing medium-term notes ....... 3,298.4 2,4753
International funding agreements .. ........ ...t 723.9 —
Other investment-type contracts. . ........ ...t 2,276.3 2,537.0
Total liabilities for investment-type contracts. ....................... 2@,729.2 20,564.0
Liabilities for individual annuities .. ... ... ... i, 2,557.6 = 2,442.7
*Universal life and other reserves . ... .. it .. 1,397.6 1,293.5
Total contractholder funds . . ... e ' $24,684.4  $24,300.2

The Company’s guaranteed investment contracts and funding agreements contain provisions limiting
early surrenders, including penalties for early surrenders and minimum notice requirements. Put provisions
give customers the option to terminate a contract prior to maturity, provided they give a minimum notice
period.
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The following table presents U.S. GAAP reserves for guaranteed investment contracts and funding
agreements by withdrawal provisions (in millions):

December 31,

2001

Book Value Qut(l)
Puttable:.

Less than 30 days’ put .. ...t e $ —

30 10 89 days’ PUt ..ottt e —

90 10 180 days” Put .. .ottt —

More than 180 days’ put ...ttt e 55.1

No active put provision(2) .. ...ttt e e —
Total puttable ... ... 55.1
Surrenderable:

Book value out without surrender charge . ......... ... ... .. . ... 22.9

Book value out with surrender charge......... ... ..o, 396.3
Total surrenderable .. ... ... 419.2
Total book vallle QUL . .. ... o 474.3
Market Value Out(3)
Less than 30 days’ notice . .......... ..o 26.9
3010 89 days’ MOMICE . .. oottt 281.9
90 t0 180 days’ NOtiCE . . .. ..t u it e 1,833.6
More than 180 days’ NotiCe ... ...t e 4,795.6
No active surrender provision .......... ... .. .. .. i 238.5
Total market value out ......... ...l i, e 6,476.5
Not puttable or surrenderable .......... ... ... it 13,502.1
Total GICs and funding agreements .. ......... .ottt $18,452.9

(1) Book Value Out: The amount equal to the sum of deposits less withdrawals with interest accrued at the
contractual interest rate.

(2) Contracts currently in initial lock-out period but which will become puttable with 90 days’ notice at some
time in the future.

(3) Market Value Qut: The amount equal to the book value out plus a market value adjustment to adjust for
changes in interest rates.

Funding agreements are issued to non-qualified institutional investors both in domestic and international
markets. The Company has a $4.0 billion international program, under which a consolidated offshore special
purpose entity was created to issue nonrecourse medium-term notes. Under the program, the proceeds of each
note series issuance are used to purchase a funding agreement from the Company, which is used to secure that
particular series of notes. The payment terms of any particular series of notes match the payment terms of the
funding agreement that secures that series. Claims for principal and interest under those international funding
agreements are afforded equal priority to claims of life insurance and annuity policyholders under insolvency
provisions of Iowa Insurance Laws and, accordingly, are reported as contractholder funds liabilities in the
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Company’s consolidated statement of financial position. In general, the medium-term note funding agree-
ments do not give the contractholder the right to terminate prior to contractually stated maturity dates, absent
the existence of certain circumstances which are largely within the Company’s control. As of December 31,
2001, the contractual maturities were 2002 — $160.2 million; 2003 — $496.1 million; 2004 — $470.2 million;
2005 — $714.5 million; 2006 — $98.9 million; and thereafter — $1,358.5 million.

In February 2001, the Company agreed to issue up to $3.0 billion of funding agreements under another
program to support the prospective issuance by an unaffiliated entity of medium-term notes in both domestic
and international markets. The unaffiliated entity is not consolidated in the Company’s financial statements.
The funding agreements issued to the unaffiliated entity are reported as contractholder funds liabilities in the
Company’s consolidated statement of financial position. As of December 31, 2001, $723.9 million has been
issued under this program.

Future Policy Benefits and Claims

Activity in the liability for unpaid accident and health claims, which is included with future policy
benefits and claims in the consolidated statements of financial position, is summarized as follows (in millions):

December 31,

2001 2000 1999

Balance at beginning of year. .......... ... ... ... ..., $ 7058 $ 7217 $ 6414
Incurred:

CUITENt YEAT . . ottt e e e 1,597.1 1,788.1 1,872.2

Prior YEATS . .« vttt e (17.5) (17.8) (6.2)
Total incurred . ... ... .. e 1,579.6 1,770.3 1,866.0
Payments:

CUITENt VAT . . oot et et 1,283.2 1,447.3 1,466.3

Prior years. ... ..ot 286.6 339.7 3194
Total payments. . ... e 1,569.8 1,787.0 1,785.7
Balance at end of year:

CUTTENt YEAT « o it e e 313.9 340.8 405.9

Prior years. ... 400.9 364.2 315.8
Total balance atend of year..................... ... ... $ 7148 § 705.0 $ 721.7

The activity summary in the liability for unpaid accident and health claims shows a decrease of
$17.5 million, $17.8 million and $6.2 million to the December 31, 2000, 1999 and 1998 liability for unpaid
accident and health claims, respectively, arising in prior years. Such liability adjustments, which affected
current operations during 2001, 2000 and 1999, respectively, resulted from developed claims for prior years
being different than were anticipated when the liabilities for unpaid accident and health claims were originally
estimated. These trends have been considered in establishing the current year lability for unpaid accident and
health claims.

On September 11, 2001, terrorist attacks in the U.S. resulted in significant loss of life and property, as
well as interruption of business activities and an overall disruption of the world economy. As of December 31,
2001, the Company recognized $6.7 million (net of income tax and reinsurance) in losses from individual and
group life and disability insurance claims as a result of these events.
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Short-Term Debt

Short-term debt consists primarily of commercial paper and outstanding balances on revolving credit
facilities with various financial institutions. At December 31, 2001, the Company and certain subsidiaries had
credit facilities with various financial institutions in an aggregate amount of $1.4 billion. These credit facilities
include $600.0 million on a back-stop facility to support the Company’s $1 billion commercial paper program,
$780.0 million in credit facilities to finance a CMBS pipeline and $45.0 million of unused lines of credit for
short-term debt used for general corporate purposes. » ‘

The weighted average interest rates on short-term borrowings as of December 31, 2001 and 2000, were
2.30% and 7.17%, respectively.

The components of short-term debt as of December 31, 2001 and 2000 are as follows (in millions):

December 31,

CommErCial PAPET .« .\ttt e $19%9.9 $ 299
Other recourse short-term debt . ...... ... i 22.9 16.6
Non-recourse short-termdebt ... ... ... ... . _289.7 4130
Total short-term debt .. ... . i e m $459.5

Long-Term Debt

The components of long-term debt as of December 31, 2001 and December 31, 2000 are as follows (in
millions):

December 31,

2001 2600
7.95% notes payable, due 2004 . ... .. .. ... $ 1991 § 1993
8.2% notes payable, due 2009 . ... ... . ... £64.6 464.9
7.875% surplus notes payable, due 2024 ........ ... ... ... ... .. 199.0 198.9
8% surplus notes payable, due 2044. . ... ... ... ... .. oo 99.1 99.1
Non-recourse mortgages and notes payable ........................... 247.5 149.8
Other mortgages and notes payable . ............... ... ... .. 169.1 224.5
Total long-term debt . ....... ... . $1,378.4  $1,336.5

The amounts included above are net of the discount and direct costs associated with issuing these notes,
which are being amortized to expense over their respective terms using the interest method.

On August 25, 1999, Principal Financial Group (Australia) Holdings Pty Limited, a wholly-owned
indirect subsidiary of the Company, issued $665.0 million of unsecured redeemable long-term debt
($200.0 million of 7.95% notes due August 15, 2004, and $465.0 million in 8.2% notes due August 15, 2009).
Interest on the notes is payable semiannually on February 15 and August 15 of each year, commencing
February 15, 2000. Principal Financial Group (Australia) Holdings Pty Limited used the net proceeds from
the notes to partially fund the purchase of the outstanding stock of several companies affiliated with Bankers
Trust Australia Group (see Note 2). On December 28, 2001, all of the long-term debt obligations of Principal
Financial Group (Australia) Holdings Pty Limited were assumed by its parent, PFSI.
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On March 10, 1994, Principal Life issued $300.0 million of surplus notes, including $200.0 million due
March 1, 2024, at a 7.875% annual interest rate and the remaining $100.0 million due March 1, 2044, at an 8%
annual interest rate. No affiliates of the Company hold any portion of the notes. Each payment of interest and
principal on the notes, however, may be made only with the prior approval of the Commissioner of Insurance
of the State of [owa (the “Commissioner”) and only to the extent that Principal Life has sufficient surplus
carnings to make such payments. For each of the years ended December 31, 2001, 2000 and 1999, interest of
$23.8 million was approved by the Commissioner, paid and charged to expense.

Subject to Commissioner approval, the surplus notes due March 1, 2024, may be redeemed at Principal
Life’s election on or after March 1, 2004, in whole or in part at a redemption price of approximately 103.6% of
par. The approximate 3.6% premium is scheduled to gradually diminish over the following ten years. These
surplus notes may then be redeemed on or after March 1, 2014, at a redemption price of 100% of the principal
amount plus interest accrued to the date of redemption.

In addition, subject to Commissioner approval, the notes due March 1, 2044, may be redeemed at
Principal Life’s election on or after March 1, 2014, in whole or in part at a redemption price of approximately
102.3% of par. The approximate 2.3% premium is scheduled to gradually diminish over the following ten years.
These notes may be redeemed on or after March 1, 2024, at a redemption price of 100% of the principal
amount plus interest accrued to the date of redemption.

The mortgages and other notes payable are financings for real estate developments. The Company has
obtained loans with various lenders to finance these developments. Outstanding principal balances as of
December 31, 2001, range from $0.1 million to $101.9 million per development with interest rates generally
ranging from 7.2% to 8.6%. Outstanding principal balances as of December 31, 2000, range from $0.5 million
to $102.8 million per development with interest rates generally ranging from 6.9% to 8.6%.

At December 31, 2001, future annual maturities of the long-term debt are as follows (in millions):

2002 . o e $ 165.1
20003 . o 5.6
2004 . o e 283.2
200 . o 2.6
2006 . o 2.8
Thereafter . ..o o e 919.1
Total future maturities of the long-term debt.......... ... ... ... .. ... ... ... $1,378.4

Cash paid for interest for 2001, 2000 and 1999, was $98.1 million, $116.8 million and $127.7 million,
respectively. These amounts include interest paid on taxes during these years. ‘
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The Company’s income tax expense (benefit) is as follows (in millions):

For the year ended December 31,

2001 2000 1999

‘Current income taxes: .

Federal .. ... ... . o $ 187 $167.7 §$ 749

State and foreign. . ... 36.9 37.3 23.2

Net realized capital gains (losses) ............ ..., (214.1) 29.6 162.8
Total current income taxes (benefit) .......................... (158.5) 2346 260.9
Deferred income taxes ........ PP 237.5 5.7 62.6
Total INCOME taXES ... ..ottt it $ 790 $240.3  $323.5

The Company’s provision for income taxes may not have the customary relationship of taxes to income.
Differences between the prevailing corporate income tax rate of 35% times the pre-tax income and the
Company’s effective tax rate on pre-tax income are generally due to inherent differences between income for
financial reporting purposes and income for tax purposes, and the establishment of adequate provisions for any
challenges of the tax filings and tax payments to the various taxing jurisdictions. A reconciliation between the
corporate income tax rate and the effective tax rate is as follows:

For the year ended
December 31,

2001 2000 1999

Statutory COrporate tax Fate .. ... ... ......couernrneroenannnanennen., 35% 35% 35%
Dividends received deduction ........... ... ... (14) (5) (3)
Interest exclusion from taxable income ........... ... ... ... ... 3 1 —

OO .o = Q) Q)
Effective tax rate. ...t e 18% 28% 30%

Significant components of the Company’s net deferred income taxes are as follows (in millions):
December 31,

2001 2000

Deferred income tax assets (liabilities):

Insurance liabilities ........ ... 0 i $1322  $181.1

Deferred policy acquisition Costs . ........oviineeiiin i, (3%6.7)  (360.1)

Net unrealized gains on available for sale securities ................... (218.9) (59.1)

Mortgage loan servicing rights .. ........ ... . . . {355.2) (206.3)

Other . . o {13.6) (6.6)
Total deferred income tax liabilities .............. ... .. ... ... ........ $(846.2) $(451.0)

At December 31, 2001 and 2000, respectively, the Company’s net deferred tax liability is comprised of
international net deferred tax assets of $48.4 million and $36.4 million which have been included in other
assets, and $894.6 million and $487.4 million of U.S. net deferred tax liabilities which have been included in
deferred income taxes in the consolidated statements of financial position.
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The Internal Revenue Service (the “Service”) has completed examination of the U.S. consolidated
federal income tax returns for 1996 and prior years. The Service has also begun to examine returns for 1997
and 1998. The Company believes that there are adequate defenses against or sufficient provisions for any
challenges.

Undistributed earnings of certain’ foreign subsidiaries are considered indefinitely reinvested by the
Company. A tax liability will be recognized when the Company expects distribution of earnings in the form of
dividends, sale of the investment or otherwise.

Cash paid for income taxes was $90.3 million in 2001, $279.3 million in 2000 and $251.5 million in 1999.

11. Employee and Agent Benefits

The Company has defined benefit pension plans covering substantially all of its employees and certain
agents. Some of these plans provide supplemental pension benefits to employees with salaries and/or pension
benefits in excess of the qualified plan limits imposed by federal tax law. The employees and agents are
generally first eligible for the pension plans when they reach age 21. For plan participants employed prior to
January 1, 2002, the pension benefits are based on the greater of a final average pay benefit or a cash balance
benefit. The final average pay benefit is based on the years of service and generally the employee’s or agent’s
average annual compensation during the last five years of employment. Partial benefit accrual of final average
pay benefits is recognized from first eligibility until retirement based on attained service divided by potential
service to age 65 with a minimum of 35 years of potential service. The cash balance portion of the plan will
start on January 1, 2002. An employee’s account will be credited with an amount based on the employee’s
salary, age and service. These credits will accrue with interest. For plan participants hired on and after
January 1, 2002, only the cash balance plan applies. The Company’s policy is to fund the cost of providing
pension benefits in the years that the employees and agents are providing service to the Company. The
Company’s funding policy for all plans is to deposit the U.S. GAAP-related net periodic pension cost using
long-term assumptions, unless the U.S. GAAP funded status is positive, in which case no deposit is made.
Prior to 2001, the Company’s funding policy was to deposit an amount within the range of U.S. GAAP net
periodic pension cost and the sum of the actuarial normal cost and any change in the unfunded accrued
liability over a 30-year period as a percentage of compensation.

As a result of the Company’s demutualization, the qualified defined benefit pension plan received
$36.7 million in compensation which will be amortized over the remaining service period of plan participants.

The Company also provides certain health care, life insurance and long-term care benefits for retired
employees. Retiree health benefits are provided for employees hired prior to January 1, 2002, while retiree
long-term care benefits are provided for employees whose retirement was effective prior to July 1, 2000.
Covered employees are first eligible for these postretirement benefits when they reach age 57 and have
completed ten years of service with the Company. Partial benefit accrual of these health, life and long-term
care benefits is recognized from the employee’s date of hire until retirement based on attained service divided
by potential service to age 65 with a minimum of 35 years of potential service. The Company’s policy is to
fund the cost of providing retirce benefits in the years that the employees are providing service to the
Company. The Company’s funding policy for all plans is to deposit the U.S. GAAP-related net periodic
postretirement benefit cost using long-term assumptions unless the U.S. GAAP funded status is positive, in
which case no deposit is made. Prior to 2001, the Company’s funding policy was to deposit an amount within
the range of U.S. GAAP net periodic postretirement cost and the sum of the actuarial normal cost and any
change in the unfunded accrued liability over a 30-year period as a percentage of compensation.
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As a result of the Company’s demutualization, the postretirement benefit plans received $11.3 million in
compensation, which will be used to pay benefit claims and participant contributions, with the remainder to be
amortized over the remaining service period of plan participants.

The plans’ combined funded status, reconciled to amounts recognized in the consolidated statements of
financial position and consolidated statements of operations, is as follows (dollars in millions):

Other postretirement

Pension benefits benefits
December 31, Décember 31,
2001 2000 2001 2000
Change in benefit obligation
Benefit obligation at beginning of year .................... $ (797.3) $(732.5) $(221.8) $(227.9)
Service COSt. .. vvvrnene . S (31.2) (35.0) 83)  (10.4)
Interest COSt « oottt et e e e e (59.3) (57.5) (15.6) (19.0)
Actuarial gain (10ss) . ... ... .. . i e (42.0) 2.7) (25.7) 3.7
Benefitspaid........... ... ... ... ..... e 317 304 9.6 —_
Other . .o 42.1 — 38.7 31.8
Benefit obligation atend of year ............ ... .. ..., .. $(856.0) $(797.3) $(231.1) $(221.8)
Change in plan assets
Fair value of plan assets at beginning of year............... $L,1154 §1,059.8 § 3598 § 3455
Actual return (loss) on plan assets .................... . (15.7) 75.1 5.6 13.7
Employer contribution . ........ ... .. ... e 2.0 10.9 1.4 18.6
Benefits paid .. ... e (31.7) (304) (4.4) (18.0)
03T (124.5) — — —
Fair value of plan assets at end of year.................... $ 9525 $i,1154 $ 3624 § 359.8
Funded Status .. ...ttt $ 965 § 3181 $ 1313 $ 138.0
Unrecognized net actuarial gain.......................... (65.3) (194.2) (0.6) (19.4)
Unrecognized prior service (cost) benefit.................. 7.6 9.2 (28.2) (29.8)
Unamortized transition obligation (asset) .................. (2.7) (14.2) — 0.3
Other assets — prepaid benefit cost . ................. . ... $ 361 §$ 1189 $ 1025 § 89.1
Weighted-average assumptions as of December 31 ‘
DiSCOUNT TALE .o\ttt e e ee 7.50% 8.00% 7.50% 8.00%
Components of net periodic benefit cost .
SeIVICE COSt. . vttt e $ 322 §$§ 350 $ 83 § 104
INEETESt COSt L vttt e e e 59.3 57.5 15.6 19.0
Expected return on plan assets. ..............oiurinenn... (99.2) (81.3) (32.3) (25.1)
Amortization of prior service (cost) benefit ................ L7 1.7 (2.6) —
Amortization of transition (asset) obligation ............... (IL.5) (11.5) 0.3 2.3
Recognized net actuarial gain. . ........ ... ... ... ... .. (14.1) (12.5) (1.3) (1.1)
Net periodic benefit cost (income) ....................... $ (326) $§ (11.1) $ (12.0) § 5.5
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Effective January 1, 2000, the Company amended the method of determining postretirement health
benefit plan contributions and terminated long-term care coverage for participants retiring on and subsequent
to July 1, 2000. The result of these amendments decreased the postretirement benefit obligation by
$31.8 million and was partially offset by the remaining portion of the original transition obligation. During
2001, the Company reclassified assets supporting non-qualified pension plan liabilities through a reduction in
contractholder funds and an increase in invested assets.

For 2001 and 2000, the expected long-term rates of return on plan assets for pension benefits were 9.0%
and 8.1%, respectively, on a pre-tax basis. The assumed rate of increase in future compensation levels varies by
age for both the qualified and non-qualified pension plans.

For 2001 and 2000, the expected long-term rates of return on plan assets for other post-retirement
benefits varied by benefit type and employee group and ranged from 7.8% to 9.3% and 8.0% to 8.1%,
respectively, on a pre-tax basis.

The assumed health care cost trend rate used in measuring the accumulated postretirement benefit
obligations starts at 9% in 2001 and declines to an ultimate rate of 6% in 2011. Assumed health care cost trend
rates have a significant effect on the amounts reported for the health care plans.

A one-percentage-point change in assumed health care cost trend rates would have the following effects
(in millions):

1-percentage- 1-percentage-

point increase point decrease
Effect on total of service and interest cost components ............ $ 53 $ (6.0)
Effect on accumulated postretirement benefit obligation ........... 50.1 (49.2)

In addition, the Company has defined contribution plans that are generally available to all employees and
agents who are age 21 or older. Eligible participants may contribute up to 20% of their compensation. The
Company matches the participant’s contribution at a 50% contribution rate up to a maximum Company
contribution of 3% of the participant’s compensation in 2001 and 2000, and 2% of the participant’s
compensation in 1999. The defined contribution plan allows employees to choose among various investment
options, including the Company’s common stock. The Company contributed $17.9 million in 2001, $16.0 mil-
lion in 2000 and $11.0 million in 1999 to these defined contribution plans.

As a result of the Company’s demutualization, the defined contribution plans received $19.7 million in
compensation, which was allocated to participant accounts.
12, Commitments and Contingencies

Leases

The Company, as a lessor, leases industrial, office, retail and other investment real estate properties under
various operating leases. Rental income for all operating leases totaled $178.4 million in 2001, $292.5 million
in 2000 and $356.8 million in 1999,
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At December 31, 2001, future minimum annual rental commitments under these noncancelable
operating leases are as follows (in millions):

Held for Total rental
Held for sale investment commitments

2002 . $ 51.9 $ 72.3 $124.2
2003 49.5 £0.0 169.5
2004 .. 46.5 49.0 95.5
2005 L 40.3 38.5 78.8
2006 .. 36.7 25.7 62.4
Thereafter........... .. 202.3 57.7 _260.9
Total future minimum lease receipts .................. $427.2 $303.2 $730.4

The Company, as a lessee, leases office space, data processing equipment, corporate aircraft and office
furniture and equipment under various operating leases. Rental expense for all operating leases totaled
$58.8 million in 2001, $66.3 million in 2000 and $78.5 million in 1999. At December 31, 2001, future
minimum annual rental commitments under these noncancelable operating leases are as follows (in millions):

2002 . e e $ 60.3
20003 . e 48.5
2004 . 351
20005 . e 23.6
2006 .. e 20.9
Thereal e . . o e 28.2

216.6
Less future sublease rental income on these noncancelable leases . ................... 2.8
Total future minimum lease payments . ... ...ttt e, $213.8

Litigation

The Company is a plaintiff or defendant in actions arising out of its operations. The Company is, from
time to time, also involved in various governmental and administrative proceedings. While the outcome of any
pending or future litigation cannot be predicted, management does not believe that any pending litigation will
have a material adverse effect on the Company’s business, financial condition or results of operations.
However, no assurances can be given that such litigation would not materially and adversely affect the
Company’s business, financial condition or results of operations.

Other companies in the life insurance industry have historically been subject to substantial litigation
resulting from claims disputes and other matters. Most recently, such companies have faced extensive claims,
including class-action lawsuits, alleging improper life insurance sales practices. Negotiated settlements of such
class-action lawsuits have had a material adverse effect on the business, financial condition and results of
operations of certain of these companies. Principal Life is currently a defendant in two class-action lawsuits
which allege improper sales practices.

In 2000, the Company reached an agreement in principle to settle these two class-action lawsuits alleging
improper sales practices. In April 2001, the proposed settlement of the class-action lawsuits received court
approval. In agreeing to the settlement, the Company specifically denied any wrongdoing. The Company has
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accrued a loss reserve for its best estimate based on information available. As uncertainties continue to exist in
resolving this matter, it is reasonably possible that, as the actual cost of the claims subject to alternative
dispute resolution becomes available, the final cost of settlement could exceed the Company’s estimate. The
range of any additional cost related to the settlement cannot be presently estimated; however, the Company
believes the settlement will not have a material impact on its business, financial condition or results of
operations. A number of persons and entities who were eligible to be class members have excluded themselves
from the class (or “opted out™), as the law permits them to do. The Company has been notified that some of
those who opted out from the class will file lawsuits and make claims similar to those addressed by the
settlement. Some of these lawsuits are presently on file. ’ ‘

Insurance Guaranty Assessments

The Company is also subject to insurance guaranty laws in the states.in which it writes business. These
laws provide for assessments against life and health insurance companies for the benefit of policyholders and
claimants in the event of insolvency of other life and health insurance companies. The assessments may be
partially recovered through a reduction in future premium taxes in some states. The Company believes such
assessments in excess of amounts accrued would not materially affect its financial condition or results of
operations.

Securities Held for Collateral

The Company held $759.9 million in mortgage-backed securities in trust at December 31, 2001, to satisfy
collateral requirements associated with the Company’s mortgage banking segment and derivatives credit
support agreements. '

13, Stockholders’ Equity

Common Stock

As a result of the demutualization and initial public offering described in Note 1, the Company has one
class of capital stock, common stock ($.01 par value, 2,500 million shares authorized).

On November 9, 2001, the Company issued 15.0 million additional shares of common stock, ata price of
$18.50 per share, as a result of the exercise of over-allotment options granted to underwriters in the [PQO. Net
proceeds from the over-allotment were $265.4 million.

On November 27, 2001, the Company announced that its board of directors authorized a repurchase
program beginning in the fourth quarter of 2001, to be completed in the three to six months following the
announcement, depending on market conditions, under which the Company would purchase up to 15.3 miflion
shares of its outstanding common stock. Stock repurchased under the program is accounted for as treasury
stock, carried at cost and reflected as a reduction to stockholders’ equity. Through December 31, 2001, the
Company purchased the 15.3 million shares, primarily through an accelerated share repurchase program
(13.0 million shares), as well as in the open market and through privately negotiated transactions, at an
aggregate cost of $367.7 million. The 13.0 million shares purchased under the accelerated share repurchase
program are subject to a future contingent purchase price adjustment. The adjustment will be based upon the
difference between the market price of the Company’s common stock as of December 14, 2001, and its
volume weighted average price over an extended trading period as outlined in the forward stock purchase
contract and, at the Company’s determination, can be settled in either cash or shares of common stock.
Settlement of this contract will occur at contract completion.
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As a result of the demutualization, 363.7 thousand shares with a value of $6.7 million were issued to rabbi
trusts held by the Company for certain benefit plans. These shares were reported as treasury stock and
additional paid-in capital in the consolidated statements of stockholders’ equity at December 31, 2001.

Other Comprehensive Income

Comprehensive income (loss) includes all changes in stockholders’ equity during a period except those
resulting from investments by stockholders and distributions to stockholders.

The components of accumulated other comprehensive income are as follows (in millions):

Net unrealized Net unrealized
gains (losses) gains (losses) Foreign currency Accumulated
on available-for~ on derivative translation other comprehensive
sale securities instruments adjustment income (loss)
Balances at January I, 1999 ...... $ 7403 $ 5.6 $ (28.9) $ 7170

Net change in unrealized gains

(losses) on fixed maturities,

available-for-sale .............. (1,375.4) — — (1,375.4)
Net change in unrealized gains :

(losses) on equity securities,

available-for-sale, including seed

money in separate accounts ..... (131.1) — — (131.1)
Adjustments for assumed changes in '

amortization pattern:

Deferred policy acquisition :

COSES . vt 246.1 — — 246.1
Unearned revenue reserves ... ... (29.5) — — (29.5)

Net change in unrealized
gains/ (losses) on derivative

instruments ................... — (11.0) — (11.0)
Provision for deferred income tax

benefit ...... ... ... - 4491 39 — 453.0
Change in net foreign currency '

translation adjustment .......... — — (8.5) (8.5)
Balances at December 31, 1999 .. .. (100.5) (L.5) (37.4) (139.4)
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Net unrealized Net unrealized
gains (losses) gains (losses) Foreign currency Accumulated
on available-for- on derivative translation other comprehensive
sale securities instruments adjustment income (less)
Balances at January 1, 2000 . ... .. $ (100.5) $ (1.5) $ (37.4) $ (139.4)

Net change in unrealized gains
{(losses) on fixed maturities,
available-for-sale .............. 721.8 — — 721.8

Net change in unrealized gains
(losses) on equity securities,
available-for-sale, including seed
money in separate accounts ... .. (261.1) - — (261.1) .

Adjustments for assumed changes in
amortization pattern:

Deferred policy acquisition
COSES . .. (122.6) — \ — (122.6)

Unearned revenue reserves ... ... 15.1 —_ — 15.1

Net change in unrealized
gains/ (losses) on derivative

instruments ................... — (1.3) — (1.3)
Provision for deferred income tax

benefit ............ e (120.5) 0.5 — (120.0)
Change’in net foreign currency ‘ .

translation adjustment .......... — — (152.5) (152.5)

Balances at December 31, 2000. . .. 132.2 ' (2.3) (189.9) (60.0)

Net change in unrealized gains
(losses) on fixed maturities,
available-for-sale .............. 511.0 . — — 511.0

Net change in unrealized gains

(losses) on equity securities,

available-for-sale, including seed

money in separate accounts ..... 6.5 — — 6.5
Adjustments for assumed changes in

amortization pattern:

Deferred policy acquisition

COSES . . vt {61.3) — ' — (61.3)

Unearned revenue reserves ...... 4.3 = — 4.3
Net change in unrealized gains

(losses) on derivative instruments - (8.9) _ — . (8.9)
Provision for deferred income tax

benefit ........... ... ... (161.2) 3.1 —_— (158.1)
Change in net foreign currency a '

translation adjustment .......... — — (71.8) (71.8) -

Cumulative effect of accounting
change, net of related income
TAXES vt 33.8 (36.9) (11.1) (14.2)

Balances at December 31, 2001 . ... $ 4653 $(45.0) $(272.8) $ 1475
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The following table sets forth the adjustments necessary to avoid duplication of items that are included as
part of net income for a year that had been part of other comprehensive income in prior years (in millions):

December 31,

2001 2000 1999
Unrealized gains (losses) on available-for-sale securities
arising during the year.............. i $ 5377 $261.8 $(1,036.1)
Adjustment for realized gains (losses) on available-for-sale
securities included in net income ..................... (247.3) (29.9) 188.2
Unrealized gains (losses) on available-for-sale securities,
asadjusted ... ... S 2004 $231.9 $ (847.9)

The above table is presented net of tax, related changes in the amortization patterns of deferred policy
acquisition costs and unearned revenue reserves.

Dividend Limitations

Under [owa law, Principal Life may pay stockholder dividends only from the earned surplus arising from
its business and must receive the prior approval of the Commissioner to pay a stockholder dividend if such a
stockholder dividend would exceed certain statutory limitations. The current statutory limitation is the greater
of 10% of Principal Life’s policyholder surplus as of the preceding year-end or the net gain from operations
from the previous calendar year. Based on this limitation and 2001 statutory results, Principal Life could pay
approximately $640.3 million in stockholder dividends in 2002 without exceeding the statutory limitation.

In 2001 and 2000, Principal Life notified the Commissioner in advance of all stockholder dividend
payments. Total stockholder dividends paid to its parent company in 2001 and 2000 were $734.7 million and
$538.8 million, respectively.

In 1999, Principal Life notified the Commissioner in advance of all stockholder dividend payments and
received approval for an extraordinary stockholder dividend of $250.0 million. Total stockholder dividends
paid to its parent company in 1999 were $509.0 million.

14. TFair Value of Financial Instruments

The following discussion describes the methods and assumptions utilized by the Company in estimating
its fair value disclosures for financial instruments. Certain financial instruments, particularly policyholder
liabilities other than investment-type contracts, are excluded from these fair value disclosure requirements.
The techniques utilized in estimating the fair values of financial instruments are affected by the assumptions
used, including discount rates and estimates of the amount and timing of future cash flows. Care should be
exercised in deriving conclusions about the Company’s business, its value or financial position based on the fair
value information of financial instruments presented below. The estimates shown are not necessarily indicative
of the amounts that would be realized in a one-time, current market exchange of all of the Company’s
financial instruments.

The Company defines fair value as the quoted market prices for those instruments that are actively traded
in financial markets. In cases where quoted market prices are not available, fair values are estimated using
present value or other valuation techniques. The fair value estimates are made at a specific point in time, based
on available market information and judgments about the financial instrument, including estimates of timing,
amount of expected future cash flows and the credit standing of counterparties. Such estimates do not consider
the tax impact of the realization of unrealized gains or losses. In many cases, the fair value estimates cannot be
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substantiated by comparison to independent markets. In addition, the disclosed fair value may not be realized
in the immediate settlement of the financial instrument.

Fair values of public debt and equity securities have been determined by the Company from public
quotations, when available. Private placement securities and other fixed maturities and equity securities are
valued by discounting the expected total cash flows. Market rates used are applicable to the yield, credit
quality and average maturity of each security.

Fair values of commercial mortgage loans are determined by discounting the expected total cash flows
using market rates that are applicable to the yield, credit quality and maturity of each loan. Fair values of
residential mortgage loans are determined by a pricing and servicing model using market rates that are
applicable to the yield, rate structure, credit quality, size and maturity of each loan.

The fair values for assets classified as policy loans, other investments excluding equity investments in
subsidiaries, cash and cash equivalents and accrued investment income in the accompanying consolidated
statements of financial position approximate their carrying amounts.

Mortgage loan servicing rights represent the present value of estimated future net revenues from
contractually specified servicing fees. The fair value was estimated with a valuation model using an internal
prepayment model and discounted at a spread to London Inter-Bank Offer Rates.

The fair values of the Company’s reserves and liabilities for investment-type insurance contracts
(insurance, annuity and other policy contracts that do not involve significant mortality or morbidity risk and
that are only a portion of the policyholder liabilities appearing in the consolidated statements of financial
position) are estimated using discounted cash flow analyses (based on current interest rates being offered for
similar contracts with maturities consistent with those remaining for the investment-type contracts being
valued). The fair values for the Company’s insurance contracts (insurance, annuity and other policy contracts
that do involve significant mortality or morbidity risk), other than investment-type contracts, are not required
to be disclosed. The Company does consider, however, the various insurance and investment risks in choosing
investments for both insurance and investment-type contracts.

Fair values for debt issues are estimated using discounted cash flow analysis based on the Company’s
incremental borrowing rate for similar borrowing arrangements.
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The carrying amounts and estimated fair values of the Company’s financial instruments at December 31,
2001 and 2000, are as follows (in millions):

2001 2000
Carrying Carrying
amount Fair value amount Fair value
Assets (liabilities)
Fixed maturities , available-for-sale (see
Note3)..ooviiiiii i $ 30,0123 $ 30,0i2.3 $ 26,8399 $ 26,8399
Fixed maturities, trading (see Note 3) ... 17.8 17.8 — —
Equity securities, available-for-sale (see
Note3) . oo 833.6 833.6 742.9 742.9
Mortgage loans . ...................... 11,065.7 11,345.7 11,492.7 11,741.9
Policyloans..............cooviiiinn.. 8319 831.9 803.6 803.6
Other investments .................... 616.1 616.1 507.5 507.5
Cash and cash equivalents ............. 623.8 623.8 926.6 926.6
Accrued investment income ......... e 594.3 594.3 530.8 530.8
Mortgage loan servicing rights .......... 1,779.2 1,881.7 1,084.4 1,193.5
Investment-type insurance contracts ... .. (23,286.8) (23,642.4) (22,818.6) (22,688.9)
Short-term debt ...................... (511.6) (511.6) (459.5) (459.5)
Long-term debt ............... ... ... (1,378.4) (1,383.0) (1,336.5) (1,343.1)

15. Statutory Insurance Financial Information

Principal Life, the largest subsidiary (indirect) of Principal Financial Group, Inc., prepares statutory
financial statements in accordance with the accounting practices prescribed or permitted by the Insurance
Division of the Department of Commerce of the State of Towa (the “State of [owa”). Currently “prescribed”
statutory accounting practices include a variety of publications of the National Association of [nsurance
Commissioners (“NAIC”) as well as state laws, regulations and general administrative rules. “Permitted”
statutory accounting practices encompass all accounting practices not so prescribed. The impact of any
permitted accounting practices on statutory surplus is not material. The accounting practices used to prepare
statutory financial statements for regulatory filings differ in certain instances from U.S. GAAP. Prescribed or
permitted statutory accounting practices are used by state insurance departments to regulate Principal Life.

The NAIC revised the Accounting Practices and Procedures Manual in a process referred to as
Codification. The revised manual was effective January 1, 2001. The State of lowa adopted the provisions of
the revised manual without modification. The revised manual has changed, to some extent, prescribed
statutory accounting practices and has resulted in changes to the accounting practices that Principal Life uses
to prepare its statutory-basis financial statements.

The net impact of these changes to Principal Life’s statutory-basis capital and surplus as of January 1,
2001, was not significant.

Statutory net income and statutory surplus of Principal Life are as follows (in millions):

As of or for the year ended December 31,

2001 2000 1999
Statutory net INCOME . .. .o vttt e e en s $ 415.0 $ 912.6 $ 7137
Statutory surplus . ... 3,483.8 3,356.4 3,151.9
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Life and health insurance companies are subject to certain risk-based capital (“RBC”) requirements as
specified by the NAIC. Under those requirements, the amount of capital and surplus maintained by a life and
health insurance company is to be determined based on the various risk factors related to it. At December 31,
2001, Principal Life meets the RBC requirements.

16. Segment Information

The Company provides financial products and services through the following segments: U.S. Asset
Management and Accumulation, International Asset Management and Accumulation, Life and Health
Insurance and Mortgage Banking. In addition, there is a Corporate and Other segment. The segments are
managed and reported separately because they provide different products and services, have different
strategies or have different markets and distribution channels.

The U.S. Asset Management and Accumulation segment provides retirement and related financial
products and services primarily to businesses, their employees and other individuals and provides asset
management services to the Company’s asset accumulation business, the life and health insurance operations
and third-party clients.

The International Asset Management and Accumulation segment provides asset management products
and services to retail clients in Australia and institutional clients throughout the world and provides life
insurance and retirement and related financial products and services primarily to businesses, their employees
and other individuals principally in Australia, Chile, Brazil, New Zealand, Mexico, India, Japan, Argentina
and Hong Kong.

The Life and Health insurance segment provides individual life and disability insurance to the owners and
employees of businesses and other individuals in the U.S. and provides group life and health insurance to
businesses in the U.S.

The Mortgage Banking segment originates and services residential mortgage loan products for customers
primarily in the U.S.

The Corporate and Other segment manages the assets representing capital that has not been allocated to
any other segment. Financial results of the Corporate and Other segment primarily reflect financing activities
for the Company, income on capital not allocated to other segments, intersegment eliminations and non-
recurring or other income or expenses not allocated to the segments based on review of the nature of such
items.

The Corporate and Other segment includes. an equity ownership interest in Coventry Health Care, Inc.
The ownership interest was initiated through a transaction in 1998, described further in Note 2. The Corporate
and Other segment’s equity in earnings of Coventry Health Care, Inc., which was included in net investment
income, was $19.8 million and $20.0 million for the years ended December 31, 2001 and 2000, respectively.

The Company evaluates segment performance on segment operating earnings, which excludes the effect
of net realized capital gains and losses, as adjusted, and non-recurring events and transactions. Net realized
capital gains, as adjusted, are net of tax, related changes in the amortization pattern of deferred policy
acquisition costs, recognition of front-end fee revenues for sales charges on pension products and services, net
realized capital gains credited to customers and certain market value adjustments to fee revenues. Segment
operating revenues exclude net realized capital gains and their impact on recognition of front-end fee
revenues. Segment operating earnings is determined by adjusting U.S. GAAP net income for net realized
capital gains and losses, as adjusted, and non-recurring items which management believes are not indicative of
overall operating trends. While these items may be significant components in understanding and assessing the
consolidated financial performance, management believes the presentation of segment operating earnings

133




PRINCIPAL FINANCIAL GROUP, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

16. Segment Infermation — (Continued)

enhances the understanding of the Company’s results of operations by highlighting earnings attributable to the
normal, recurring operations of the business. However, segment operating earnings are not a substitute for net
income determined in accordance with U.S. GAAP.

In 2001, the Company excluded $31.1 million of non-recurring items, net of tax, from net income for the
presentation of operating earnings. The non-recurring items included (1) the negative effects of (a) expenses
related to the demutualization; (b) a cumulative effect of .change in accounting principle related to the
implementation of SFAS 133; and (¢) an increase to a loss contingency reserve for sales practices litigation;
and (2) the positive effect of investment income generated from the proceeds of the TPO.

In 2000, the Company excluded $101.0 million of non-recurring items, net of tax, from net income for the
presentation of operating earnings. The non-recurring items included the negative effects of (a) a loss
contingency reserve established for sales practices litigation; and (b) expenses related to the development of a
plan of demutualization.

The accounting policies of the segments are similar to those as described in Note 1, with the exception of
capital allocation. The Company allocates capital to its segments based upon an internal capital model that
allows management to more effectively manage the Company’s capital.
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16. Segment Information — (Continued)

The following table summarizes selected financial information by segment as of, or for the year ended,
December 31 and reconciles segment totals to those reported in the consolidated financial statements
(in millions):

U.S. Asset International Asset
Management and  Management and.  Life and Health

Accumulation Accumulation Insurance Mortgage Banking Corporate and Other  Consolidated
2001
Revenues:
QOperating revenues .......... $-3,800.0 $ 734.0 $ 3,946.4 $ 7574 $ 100.8 $ 9,338.6
Net realized capital losses . ... (248.6) (60.0) (62.2) - (143.2) {514.9)
Plus recognition of front-end
fee revenues . ............. 1.5 — — — — 15

Less capital gains distributed as
market value adjustment .. .. (14.9) — - — — . (14.9)

Plus investment income
generated from {PO_

proceeds . ...l . — — — — 6.3 6.3
Revenues .................... $ 3,538.0 $ 674.0 '$ 3,884.2 $ 7574 $ (36.1) $ 88175
Net income:

Operating earnings (loss) ... .. $ 3538 $ (89 $ 201.2 $ 126.7 $ 381 $ 7109
Net realized capital losses, as
adjusted ..... ... (164.7) (29.2) - (338) - (93.3) (321.0)
Non-recurring items . ........ (10.8) - 0.1 — (20.4) (GLD
Net income (loss)............. $ 1783 $ (38.1) $ 1675 $ 1267 $ (75.6) $ 3588
ASSEtS ..o $68,543.8 $4,956.9 $10,776.2 $2,718.8 $1,354.8 $88,350.5

Other segment data:
Revenues from external

CUSIOMIETS ...\ vvvr v, $ 3,483.4 $ 6728 $ 3,888.3 $ 7574 $ 156 $ 8,817.5
Intersegment revenues ....... 54.6 1.2 (4.1) - (51.7) —
Interest expense............. 33 0.6 0.8 — 71.5 76.2
Income tax expense (benefit) .. 6.3) (37.8) 86.2 78.4 (41.5) 79.0
Amortization of goodwill and

other intangibles .......... 34 47.3 4.1 0.8 (0.9) 54.7
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16. Segment Information — (Continued)

U.S. Asset International Asset
Management and  Management and  Life and Health
Accumulation Accumulation Insurance Mortgage Banking Corporate and Other  Consolidated
2000
Revenues:
Operating revenues .......... § 3,5339 $ 6307 - §$ 41226 $ 359.8 $ 97.1 $ 8,744.1
Net realized capital gains
(losses) .......ovvennnn., (53.8) 2.8 70.8 — 120.1 1399
Plus recognition of front-end
fee revenues .............. 0.9 » — — — — 09
Revenues .................... $ 3,481.0 $ 6335 $ 4,1934 $ 359.8 $ 217.2 $ 8,884.9
Net income:
Operating earnings (loss) .. ... $ 3566 $ (85) $ 1623 $§ 500 $ 677 $ 6281
Net realized capital gains
(losses), as adjusted .. .. ... (35.9) 1.4 473 — 80.3 93.1
Non-recurring items ......... — — — — (101.0) (101.0)
Net income (loss) ............. $ 3207 $ (1.1 $ 209.6 $ 500 $ 470 $ 6202
ASSEtS ..o $65,795.9 $5,525.9 $10,569.0 $1,556.3 $ 957.8 $84,404.9
Other segment data:
Revenues from external
CUSTOMETS . ...\ vevene $ 3,439.7 $ 6324 $ 4,196.9 $ 3598 $ 256.1 $ 8,884.9
Intersegment revenues .. ..... 41.3 1.1 (3.9) — (38.9) —
Interest expense............. — — — — 78.4 78.4
Income tax expense ......... 102.0 6.1 104.7 270 0.5 240.3
Amortization of goodwill and
other intangibles .......... 1.0 419 7.3 0.8 (L) 56.3
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16. Segment Information — (Continued)

U.S. Asset International Asset :
Management and  Management and  Life and Health

Accumulation Accumulation Insurance Mortgage Banking Corporate and Other  Consolidated
1999
Revenues:
Operating revenues ., ........ $ 34726 $ 3796 $ 3,985.5 $ 3983 $ 619 $ 8297.9
Net realized capital gains
(losses) .. .....cooeveni.n. (58.0) 8.7 16.0 — 437.8 404.5
; Less recognition of front-end
i fee revenues .............. (1.0) — — — — (1.0)
Revenues .................... $ 34136 $ 3883 $ 4,001.5 $ 3983 $ 499.7 $ 8,701.4
Net income: v
Operating earnings (loss) .. ... § 3566 $ (384) $ 907 $ 568 § 95 § 4752
Net realized capital gains
(losses), as adjusted . ... ... (35.4) 7.7 10.1 — 284.5 266.9
‘Net income (loss)............. $ 3212 $ (30.7) $ 10038 $ 568 $ 294.0 $ 7421
ASSELS .o $65,096.4 $5,926.8 $10,070.8 $1,737.7 $1,121.5 $83,953.2
Other segment data:
Revenues from external
CUSIOMETS ... ..vvvvnnn.. $ 3,384.9 $ 3883 $ 4,007.9 $ 3983 $ 5220 $ 8,701.4
Intersegment revenues ....... 28.7, — (6.4) —_— (223 —
Interest expense............. — 0.7 — — 47.1 47.8
Income tax expense (benefit) .. 1264 (3.2) 18.1 30.7 - 1518 3235
Amortization of goodwill and ‘ ‘
other intangibles .......... 1.0 16.0 40 0.8 (1.6) 20.2

The Company operates in the U.S. and in selected markets internationally (including Australia, Chile,
Brazil, New Zealand, Mexico, India, Japan, Argentina and Hong Kong). The following table summarizes
selected financial information by geographic location as of or for the year ended December 31 (in millions):

Long-lived Net income
Revenues assets Assets (loss)

2001 ,
U S, $8,143.5 § 554.3 $83,393.6 $396.9
International . ........... ... ... i, 674.0 1,192.3 4,956.9 (38.1)
Total ... e $8,817.5 $1,746.6  $88,350.5 $358.8
2000
U, $8,251.4 $ 5177  $78,879.0 $627.3
International ... ........... ... ... o iiin.. 633.5 1,365.2 5,525.9 (7.1)
Total ... ... .o e $8,884.9  $1,882.9  $84,404.9 $620.2
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16. Segment Information — (Continued)

Long-lived ~ Net income
Revenues assets Assets (loss)
1999
U, $8,313.1 $ 505.0 $78,026.4 $772.8
International . ......... ... ... ... ... .. ... .. 388.3 1,474.2 5,926.8 (30.7)
Total ... e $8,701.4  $1,979.2  $83,953.2 $742.1

Long-lived assets include property and equipment and goodwill and other intangibles.

The Company’s operations are not materially dependent on one or a few customers, brokers or agents,
and revenues, assets and operating earnings are attributed to geographic location based on the country of
domicile the sales originate from. :

£7. Stock Compensation Plans

On May 21, 2001, the Company approved and adopted the Stock Incentive Plan, Board of Directors’
Stock Plan (“Directors’ Stock Plan™) and Employee Stock Purchase Plan (“Stock Purchase Plan”). In
addition, the Long Term Performance Plan was amended to utilize stock as an option for payment. The Plan
of Conversion of Principal Mutual Holding Company for its demutualization restricts the ability to use stock
as a form of payment for awards under the Long Term Performance Plan until at least six months following
completion of the IPO.

Under the terms of the Stock Incentive Plan, grants may be non-qualified stock options, incentive stock
options qualifying under Section 422 of the Internal Revenue Code, restricted stock, restricted stock units and
stock appreciation rights. On November 26, 2001, a one-time, grant of non-qualified stock options was made
under the Stock Incentive Plan to essentially all employees, including career agents who are statutory
employees.

The Stock Incentive Plan has options exercisable at November 26, 2004. Total options granted under this
plan amounted to 3.7 million options in 2001. Options outstanding under the Stock Incentive Plan were
granted at a price equal to the market value of the Company’s common stock on the date of grant, cliff-vest
after a three-year period for employees still employed or under contract and expire ten years after the grant
date.

The Directors’ Stock Plan provides for the grant of nonqualified stock options, restricted stock, or
restricted stock units to the Company’s non-employee directors. The total number of shares to be issued under
this plan may not exceed 500,000 shares. Options granted under the Directors’ Stock Plan have an exercise
price equal to the fair market value of the common stock on the date of the grant and a term equal to the
earlier of three years from the date the participant ceases to provide service or the tenth anniversary of the date
the option was granted. Options vest quarterly over a one-year period unless services to the Company cease, at
which time, all vesting stops. There were no options, shares of restricted stock, or restricted stock units granted
under this plan in 2001.

The Company also maintains its Long Term Performance Plan, which provides the opportunity for
eligible executives to share in the success of Principal Financial Group, Inc., if specified minimum corporate
performance objectives are achieved over a three-year period. In 2001, the Company recorded compensation
expense of $13.7 million related to the plan.

The maximum number of shares of common stock the Company may issue under the Stock Incentive
Plan, together with an excess plan (a non-qualified defined contribution retirement plan), the Directors Stock
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Plan, the Long Term Performance Plan and any new plan awarding our common stock, in the five years
following the completion of the initial public offering, is 6% of the number of shares outstanding immediately
following the completion of the IPO. As of December 31, 2001, a total of 21,648,355 shares are available to be
made issuable by the Company for these plans.

Under the Company’s Stock Purchase Plan, participating employees have the opportunity to purchase
shares of the Company’s common stock on a quarterly basis. The Stock Purchase Plan provides that eligible
employees may contribute 10% of the employee’s salary or a maximum of $10,000 to the plan during any year.
Employees  may purchase shares of the Company’s common stock at a price equal to 85% of the share’s fair
market value as of the beginning or end of the quarter, whichever is lower. During 2001, employees purchased
320,406 shares under the Stock Purchase Plan at a price of 85% of the share’s fair market value of $22.33 per
share.

The maximum number of shares of common stock that the Company may issue under the Stock
Purchase Plan is 2% of the number of shares outstanding immediately following the completion of the IPO. As
of December 31, 2001, a total of 7,216,118 shares are available to be made issuable by the Company for this
plan.

Pursuant to SFAS No. 123, Accounting for Stock-Based Compensation, the Company has elected to
account for its stock option and stock purchase plans under the provisions of APB Opinion No. 25, Accounting
for Stock 1ssued to Employees and, accordingly, employee options and stock purchases were excluded from
compensation expense. However, compensation expense has been recognized for stock option awards issued to
career agents using the fair value method as prescribed in FASB Interpretation No. 44, Accounting for Certain
Transactions Involving Stock Compensation — An Interpretation of APB Opinion No. 25. Total compensation
expense recognized in income was $13,570 for the period ended December 31, 2001,

Had compensation expense for the Company’s stock option awards and employees’ purchase rights been
determined based upon fair values at the grant dates for awards under the plans in accordance with SFAS
No. 123, the Company’s income and earnings per share would have been reduced to the pro forma amounts
indicated below. For the purposes of pro forma disclosures, the estimated fair value of the options is amortized
to expense over the options’ vesting period.

Pro forma for the period

QOctober 26, 2001 Pro forma (unaudited) for
through the year ended
December 31, 2001 December 31, 2001(1)

(in millions, except per share data)

Net income (loss):

Asreported .. ... $(29.1) $358.8
Pro forma (unaudited) ..................... (30.3) 3575
Earnings per share:
Basic:
Asreported . ... ... ... o $¢0.08) $ 0.99
Pro forma (unaudited) ................... (0.08) 0.99
Diluted: ’
Asreported .. ... ... $(0.08) $ 0.99
Pro forma (unaudited) ................. L. (0.08) - 0.99

(1) Calculation of weighted-average shares included in the December 31, 2001 pro forma disclosures are
described in Note 18.
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The fair value per share of stock options granted during 2001 using the Black-Scholes option valuation
model was $6.07. The fair value of each option was estimated on the date of grant using the Black-Scholes
option pricing model and the following assumptions:

Risk-free interest Tate ... .. ..ot e e e 3.7%
Expected volatility of common StocK . .. ... e s 37.5%
Dividend yield .. ... .. oot e 1.12%
Expected life of Options. .. ..ot 3 yeafs

The fair value of the employees’ purchase rights, which represent a price equal to 15% of the share’s fair
market value under the Stock Purchase Plan, was $1.6 million.

The following is a summary of the status of all of the Company’s stock option plans as of December 31,
2001, and related changes during the year then ended:

Number of Weighted-average
shares exercise price

(in thousands)

Options outstanding at January 1, 2001. ..................... — $ —
Granted .. ... 3,671,000 22.33
Exercised ... ..o —_— —

‘ Cancelled . ... .. . 32,800 22.33

Options outstanding at December 31, 2001 ................... 3,638,200 22.33

Options exercisable at December 31,2001 ................... 1,000 22.33

At December 31, 2001, the Company had 3.6 million stock options outstanding with a weighted-average
remaining contractual life of 9.9 years and a weighted-average exercise price of $22.33.

18. Earnimgs Per Share

After the Company’s [PO, SFAS No. 128, Earnings per Share, was adopted, which requires disclosure of
basic and diluted earnings per share.

For purposes of the Company’s unaudited basic and diluted pro forma earnings per share calculations for
the period January 1, 2001 through October 25, 2001, the weighted-average number of shares outstanding was
assumed to be 360.8 million shares. These shares represent 260.8 million shares issued to policyholders
entitled to receive compensation in the demutualization and 100.0 million shares sold to investors in the [PO,
prior to the underwriters’ exercise of the over-allotment option. The shares issued to the policyholders include
56.2 million shares issued as policy credits and held in one of the Company’s separate accounts.
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Reconciliations of weighted-average shares outstanding and net income (loss) for basic and diluted net
income per share for the year ended December 31, 2001, and for the period October 26, 2001 through
December 31, 2001, are presented below:

Pro forma (unaudited)

For the year ended For the period October 26, 2001
December 31, 2001 through December 31, 2001
Weighted Weighted
average Per share average Per share
Income shares amount Loss shares amount
. (in milliens) (in millions)

Basic earnings per share:

Income (loss) before cumulative effect
of accounting change............... $369.5 362.4 $1.02 $(29.1) 369.5 $(0.08)

Dilutive effects:
Stock options(1) .................. , — — — — — —

Diluted earnings per share .............. $369.5 362.4 $1.02 $(29.1) 369.5 $(0.08)

(1) The dilutive effect of the stock options did not meet specified reporting thresholds.

The calculation of diluted earnings per share for the year ended December 31, 2001 and for the period
October 26, 2001 through December 31, 2001, excludes the incremental effect related to a treasury stock
repurchase forward contract. This contract’s inception price is in excess of the average volume weighted
average price for purchases of the Company’s stock during the period the contract has been outstanding,
resulting in an anti-dilutive effect.

19. Subsequent Event

On February 1, 2002, the Company sold its remaining stake of 15.1 million shares in Coventry Health
Care, Inc. common stock and a warrant, exercisable for approximately 3.1 million shares of Coventry common
stock. Total estimated proceeds from the completion of this transaction are $325.2 million and the Company
will recognize an estimated net realized capital gain of $183.1 million during the first quarter of 2002.

20. Quarterly Results of Operations (Unamﬁﬁﬁed)

The following is a summary of unaudited quarterly results of operations for 2001 and 2000:

For the three months ended during 2001
March 31 June 39 September 30 December 31
(in millions, except per share data)

Premiums and other considerations.......... $L,064.2 $ 8911 $1,255.0 $ 912.0
Net investment income.................... 839.7 846.3 829.1 879.4
Net realized capital gains (losses) .......... (80.9) {96.9) (86.8) (256.3)
Total revenue ............ ... oliva... 2,236.0 2,084.7 2,456.5 2,040.3
Benefits, claims, and settlement expenses. . . .. 1,391.9 1,247.3 1,597.3 1,245.6
Income before taxes and cumulative effect of '

accounting change ...................... 140.4 150.8 148.6 8.7
Cumulative effect of accounting change ... ... (10.7) - — —
NetinCome . .....vvitiiiniinnnnnennnnns. 105.3 119.1 115.8 18.6
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For the three months ended during 2001
March 31 June 30 September 30 December 31
(in millions, except per share data)

Income before cumulative effect of accounting
change per common share(1):

Basic . ... N/A N/A N/A $ 005

Diluted ....... ... . N/A N/A N/A 0.05
Net income per common share(1):

Basic ... N/A N/A N/A 0.05

Diluted ........ ... . N/A N/A N/A 0.05
Market price: '

High ... .. N/A N/A N/A 24.75

LOW . N/A N/A N/A 20.40

Close ..o N/A N/A N/A 24.00

(1) Fourth quarter 2001 earnings per share are on a pro forma basis as the Company’s IPO did not close until
October 26, 2001. See Note 1. Actual net income per common share for the period from October 26,
2001 through December 31, 2001, was $(0.08) for basic and diluted computations.

For the three months ended during 2000
March 31 June 30 September 30 December 31
(in millions, except per share data)

Premiums and other considerations.......... $1,0144 $ 9783 $ 910.5 $1,093.2
Net investment income. .. ................. 789.5 768.6 777.9 836.3
Net realized capital gains (losses) .......... 70.3 (38.8) 20.9 87.5
Total rEeVeNUE . .. ..o oot 2,270.6 2,094.9 2,123.8 2,395.6
Benefits, claims, and settlement expenses. . . .. 1,319.6 1,311.5 1,193.7 1,407.5
Income before taxes and cumulative effect of

accounting change . ..................... 282.4 68.2 229.1 280.8
Cumulative effect of accounting change ... ... — — — —
Netincome ............oiviiiiiinnn... 193.1 52.2 173.9 201.0

Income before cumulative effect of accounting
change per common share:

Basic....... ... N/A N/A N/A N/A

Diluted ....... ... i N/A N/A N/A N/A
Net income per common share:

Basic ... N/A N/A N/A N/A

Diluted ........ ... o N/A N/A N/A N/A
Market price:

High ................... e N/A N/A N/A N/A

Low ... N/A N/A N/A N/A

Close . ... N/A N/A N/A N/A

142




iyl

®h

The Prindpa] Fnandal Grewp

Corporate Headquarters

711 High Street

Des Moines, lowa 50392-0001
1-800-286-EDGE (3343)

The Principal Financial Group on the

Worid Wide Web

The Principal home page, at www.principal.com, is
your source for a vast array of information including
company news releases, details on our product and
service solutions and up to the minute information
for sharehoiders and

the investment community.

Shareholder information
Exchange: New York Stock Exchange
Listed Security: PFG Common Stock

Annual Meeting

The first Annual Meeting of Shareholders will
convene at 9:00 a.m. local time, May 20, 2002 in
the Auditorium at the corporate headquarters
of Principal Financial Group, Inc.,

711 High Street, Des Moines, lowa, 50392.

Contact Investor Relations

if you have a question for Investor Relations,
please contact us as follows:

investor Relations

The Principal Financial Group

711 High Street

S-006-E41

Des Moines, lowa 50392-0420

Phone: 1-800-986-3343, Option 4

Fax: 515-235-1959

E-mail: investor-relations@principal.com

Transfer Agent

Principal Financial Group, Inc. shareholder inquiries
should be addressed to our transfer agent, Mellon
Investor Services, who can help with a variety of
shareholder related services, including:

= Address changes

= Replacement of lost stock certificates

= Transfer of stock to another person

= Account statements

= Account balance inquiries

= Account profile

= Certificate history

= {ssue certificates

= Sell shares

You can call or write to the transfer agent at:
Principal Financial Group, Inc.

Shareholder Services

/o Mellon Investor Services

85 Challenger Road

Ridgefield Park, New Jersey 07660

Phone: 1-866-781-1368

E-mail: shrrelations@melloninvestor.com

Registered shareholders can also access information
about their Principal Financial Group, Inc. stock
accounts via the internet using the Mellon

Investor Services Investor ServiceDirect web site at
www.melloninvestor.com. The Principal does not
maintain or provide information directly to this site,
makes no representations or warranties with respect
to the information contained therein, and takes

no responsibility for supplementing, correcting or
updating any such information.
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